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PREFACE 


PLANS FOR THIS STUDY were laid at the beginning of the Commission’s 
work in the early summer of 1955. Extended memoranda on several topics 
of special concern to the Commissioners were prepared over the next six~- 
teen months and their contents are included in the study. The examination 
of relevant briefs submitted to the Commission and the collecting of other 
material were carried on as time permitted during the first two years of the 
Commission’s work. However because of the writer’s other duties for the 
Commission, it was only possible to begin preparing the final draft in 
February 1957. The actual writing was therefore accomplished after the 
author had resumed his teaching post in the Department of Political Eco- 
nomy at the University of Toronto. 


We lay our pen down at the end of July 1958 with considerable regret, 
for in many respects the study is not yet complete. For example, there are 
several topics which we originally planned to treat at some length, some 
of them of very considerable current interest, which have been either omit- 
ted or treated very lightly. These topics are referred to specifically in 
Chapter 1. Their inadequate development in this study must be regarded 
as an unfortunate requirement of circumstance and not as a reflection of 
the author’s views of their relative importance. The study is also incomplete 
in that the record of events is carried further in the later chapters than it 
is in the earlier ones. It would have been desirable to bring the story 
forward to the same date in all chapters, but it seemed unwise to delay 
publication in order to extend the earlier chapters. 


Having expressed regret that the study has not been completed accord- 
ing to the original design we wish to record that this is in no sense the 
Commission’s responsibility. On the contrary the Commission graciously 
made special and unusual arrangements to permit the final preparation 
and publication of the study. 


Even though the study is incomplete, we hope that the information 
it contains and the point of view of the capital market it presents will be 
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found useful. While there is now a substantial body of literature on the 
Canadian banking system and monetary policy, the working of the Canadian 
capital market and of many of the institutions within it have not been 
described and analyzed extensively. There is need for several monographic 
studies of particular institutions and segments of the market. This volume 
is offered modestly as a mapping out of the areas to be covered and as an 
approach to the problem of appraising the functioning of the market. 


Mr. J. V. Poapst, while employed on the Commission’s staff, prepared 
several lengthy memoranda on a variety of topics related to this study. 
The author gratefully acknowledges the help he derived from them and 
from the many discussions of the project we held. The Dominion Bureau 
of Statistics and the Bank of Canada, as usual, were most generous in 
providing assistance. This assistance took many forms: grants of access 
to unpublished material, help with compiling and charting statistical infor- 
mation, explanations of technical matters and warnings of pitfalls. With 
Dr. O. W. Main, his colleague at the University of Toronto, the author 
has discussed the problems of the capital market for several years. We 
had to discontinue work as collaborators on a major project in this area 
when the Commission was established in 1955, nevertheless Dr. Main has 
since then spent many long hours listening to the reading of drafts, discuss- 
ing them and offering suggestions. Dr. E. P. Neufeld, also of the University 
of Toronto, has read drafts of some of the chapters and offered construc- 
tive advice. 


A special word of thanks is due to those who have seen to the details 
of editing and publishing this study. Major Norman Lafrance, the Com- 
mission’s efficient administrative secretary, attended to an incredible num- 
ber of detailed arrangements and contributed to the editing of the French 
and English versions of the volume as well. Mr. B. M. Erb, the Commission’s 
editorial consultant, at some considerable sacrifice, supervised the editing 
and production of the book. Mr. Maurice Sauvé, the assistant secretary 
of the Commission, gave special attention to the preparation of the French 
edition. Mrs. Marguerite F. Glaude handled many details of production 
of the copy. 


The final word of gratitude has been reserved for those students at 
the University of Toronto who patiently shared in the author’s struggle 
with this book in the session of 1957-58. Even though it is not a text book, 


we would be gratified if other students derive some benefit from perusing 
it. 


A special preface to Part VI appears at page 461. 
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PART | 


INTRODUCTION 


AN OUTLINE OF THE STUDY 


THE FINANCING of economic activity in post-war Canada is the subject 
of this volume. The flows of funds to and from the major sectors and finan- 
cial institutions of the economy and the control exercised over these flows 
by prices of real and financial assets, laws and government policy, and 
private practices and traditions are studied. The principal object is to form 
an impression of the respects in which the financial system works well 
and of the respects in which its functioning might be improved. The study 
is neither exhaustive nor definitive, however. 


The point of view of the capital market that we have adopted is set 
forth in some detail in Chapter 2 which, with the present chapter, consti- 
tutes the introductory part of the study. We first explain what we mean 
by the capital market, and describe the economic functions served by the 
market. Transactions involving non-monetary financial assets are said to 
take place “in the capital market”. These transactions give rise to flows 
of funds among economic units of all kinds, the net flows being from savers 
to dissavers. The whole network of flows is “regulated” by myriad prices, 
practices and policies. It is the working of this system of regulators that 
is Our main concern. The performance of the regulators of the flows of 
funds must be adjudged however in relation to the broad objectives of eco- 
nomic policy that are being pursued. There is a brief discussion of these 
broad objectives in Chapter 2 and we record there our decision to concen- 
trate attention upon a group of them that are held in common, though 
perhaps with different priorities, by all political parties in the country. We 
conceive the problem of appraising the capital market to be “to judge the 
performance of the regulators of the market relative to the functions to be 
fulfilled in the light of the objectives to be achieved”. 


To maintain high levels of employment, control inflation, and promote 
economic growth are objectives which command wide support and, ‘accord- 
ingly, they are given much attention in the study. The major focus of 
attention however is on the objective of so organizing activity that, within 
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wide limits, economic decisions may be taken by producers and consumers 
operating in free markets. In Chapter 2 we examine the technical conditions 
that must be met in the capital market if this last objective is to be served 
well and a considerable part of the rest of the study is concerned with 
the extent to which these conditions are met in the various segments of 
the capital market. To the extent they are not met we must enquire whether 
improvements in the operation of the price system as such may be encou- 
raged, or whether satisfactory supplementary of alternative regulators have 
been established. 


Part II of the volume, comprising Chapters 3 and 4, provides an over-all 
review of income, expenditure and finance in Canada in the post-war 
period, with the aid of a special set of national accounts called “National 
Transactions Accounts” developed expressly for this study. These accounts, 
an extension of the familiar income and expenditure accounts, are des- 
cribed in general terms in Chapter 3 and are described in detail and pre- 
sented in full in Part VI. In Chapter 4 the history of economic activity 
and its financing is recounted in aggregate terms, sections of the chapter 
being devoted to the years 1946-48, 1949-51, 1952-54 and 1955- 
56 respectively. For each period the facts pertaining to the levels of 
economic activity, the financial needs and requirements of each sector of 
the economy, and the net changes in financial assets and liabilities of these 
sectors are first arrayed and then the operations of regulators of the flows 
of funds are described. The three post-war waves of inflation and the inter- 
vening periods of stable progress or recession are delineated. The approach 
in this chapter is broad in the sense that attention is for the most part 
directed to broad sectors of the economy and aggregative indicators of 
activity. While there is considerable discussion of “the price level” and 
“the level of interest rates”, relative prices and relative yields are not dis- 
cussed at length. Much more attention is given to relative prices and yields 
of financial assets in later chapters. Chapter 4 provides the background for 
the more detailed discussion of the financing of particular sectors of the 
economy and the affairs of selected financial institutions in the later chapters. 


In Part III, consumer finance and business finance are taken up in 
Chapters 5 and 6 respectively. In discussing consumer finance we deal 
not only with consumers and individuals but with some of the financial 
institutions, especially instalment finance companies, which specialize in 
providing financial services to consumers. Following the pattern established 
in Chapter 4, facts pertaining to the financial position and transactions 
of consumers and consumer finance organizations are assembled first and 
then the regulators of the flows of funds as they affect consumers and the 
finance and loan companies are discussed. In the factual review of con- 
sumer finance, aggregative data pertaining to the entire consumer sector 
of the economy are reviewed first and then data on the saving and financial 
assets and liabilities of consumers by income level. The relative frequency 
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of holding of selected assets and liabilities at each income level, the per- 
centage distributions by income of the total amounts held and the average 
portfolio composition at different income levels are studied. The assets and 
liabilities and changes in these, of sales finance companies, small loan com- 
panies and licensed money lenders, and credit unions are then discussed 
using such information as is available. The latter half of the chapter is 
devoted to the regulators of the flows of funds in this sector of the economy. 
Taxes and consumer finance and the sensitivity of consumers as investors 
to the relative yields of assets and as borrowers to the relative costs of 
funds, are given extended discussion. This is followed by consideration of 
the legislation governing the consumer finance organizations, the sensitivity 
of instalment finance companies to the costs of the funds they raise, and 
the impact of monetary policy on the finance companies. 


Chapter 6 is devoted to the complicated and varied subject of business 
finance. The standard pattern is followed of treating facts of financing first 
and then the regulators of financing. In the factual review there is first a 
discussion of saving and investment by business. The financing of privately- 
owned, non-financial corporations is then taken up. Sections on the financing 
of agricultural business, small non-agricultural business and small mining 
and oil development companies conclude the factual review. Income tax 
laws as regulators of the flows of funds in the business sector are given 
rather extended treatment. The discussion is prefaced by a consideration 
of the shifting of the corporation income tax. This is followed by an exami- 
nation of the particular ways in which details of the tax regulations affect 
business saving and investment. The influence of tax laws on the forms in 
which business capital is raised is the final aspect of the impact of taxes on 
business finance that is examined. In considering the influence of the price 
mechanism on business finance, recognition is given the fact that a large 
proportion of the funds used by business is comprised of retained earnings 
and depreciation allowances and is raised through transactions in the goods 
market rather than in the capital market. The question is raised whether 
the practice of self-finance in business is inimical to the efficient allocation 
of resources in the economy. This discussion pertains to the influence of 
prices in the markets for goods and services on business finance. It is 
followed by an analysis of the influence of security prices, or the costs of 
funds on the choices among forms of equity and debt financing. The 
chapter concludes with brief reference to conventions and practices of 
business and the laws governing the issue and trading of securities as 
influences on the flows of funds in the business sector. 


Selected financial institutions are studied in Part IV. Chapter 7 con- 
cerns the trust companies, investment companies, life insurance companies 
and pension funds. The banking system and the money market are treated 
systematically in Chapter 8. 


The life insurance companies are given more extended treatment in 
Chapter 7, than other institutions. A review of their assets, their liabilities 
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arising from contracts written, saving through life insurance contracts, and 
some technical factors affecting the size of the pool of funds under their 
administration constitute the factual review of these companies. As regu- 
Jators of the flows of funds the insurance companies acts are discussed in 
some detail as are the relative yields of financial assets and other regulators 
such as traditional practices of the companies. The section on life insurance 
companies concludes with a brief essay on principles of investment for 
these companies. The discussions of trust companies, investment companies 
and pension funds in each case follow the pattern of first introducing 
relevant facts concerning operations and then examining regulators of the 
flows of funds to and from these institutions. 


In Chapter 8, on the banking system and the money market, the factual 
review refers to structural characteristics of the commercial banking system, 
the assets, liabilities, earnings and expenses of the chartered banks. It then 
refers very briefly to certain features of the central banking set-up in 
Canada. The section concludes with a description of the money market in 
Canada at the present time. The discussion of regulators of the flows of 
funds embraces the banking legislation, the rates paid by commercial banks 
on deposits and charged by them on loans, and the sensitivity of banks 
to changing relative yields of assets. Various operating practices of the 
banks are referred to as affecting the flows of funds to or from the banks. 
Finally, the central bank’s influence over the commercial banks is referred 
to at some length; the direct influence exerted over cash reserves and the 
variety of influences exerted through offers of advice and suggestions are 
both considered. 


Part V of the volume consisting of the single chapter entitled “The 
Canadian Capital Market” sums up the discussion in the previous parts 
and offers the judgments of the author as to the strengths and weaknesses 
of the Canadian capital market as revealed by its functioning over the post- 
war years. The chapter opens with a brief restatement of the point of view 
of the volume. A review of the defects of the price system as it operates in 
the Canadian capital market then follows, together with a discussion of the 
developments serving to reduce or to increase their importance. Reference 
is then made to the problems of certain groups of fund raisers such as 
small business operators, home-owners and municipalities. The discussion 
of monetary policy is then taken up where it was left off in Chapter 8. In 
Chapter 8 the impact of monetary policy on the banks is discussed; in 
this chapter, wider aspects are considered including problems and methods 
of implementing policy and the relationship of monetary policy to public 
debt policy. The chapter concludes with some thoughts on the scope of 
the capital market, and the priorities accorded the objectives of economic 
policy. Chapters 2 and 9, taken together with the concluding sections of the 
other chapters, set forth the objectives and conclusions of the study. The 
conclusions will not be reviewed here. | 


AN OUTLINE OF THE STUDY 


As was stated above, Part VI of the volume contains the full detail of 
the National Transactions Accounts prepared for this study together with 


a discussion of the concepts underlying them and of the sources and methods 
used in developing them. 


We recorded in the Preface our regrets that several topics, germane 
to a study of the capital market, and some of them of considerable current 
interest, have either not been accorded extended treatment or have been 


omitted altogether. The reasons for these omissions are not the same in all 
cases. 


The financing of the purchases of houses, new and used, is one topic 
of current interest, to which it had been intended to devote a full chapter 
in Part II. The decision to omit the chapter was based solely on the neces- 
sity to bring the work to an end. The decision was made all the more reluc- 
tantly as a considerable amount of research, thinking and drafting had 
already been done. There is, however, reference to the financing of housing, 
the suppliers of mortgage funds, the rates of interest on mortgage loans 
and the secondary markets in mortgages in the book at several points. Much 
factual information on the subject is readily available especially in the 
publications of Central Mortgage and Housing Corporation, and the author 
is aware of further research in this field, the fruits of which should be 
published in the very near future. 


The financing of government receives very little attention in this volume. 
It is a far-reaching, complicated subject. It was a matter of deliberate 
choice at the planning stage of the project to emphasize other aspects of 
the financing of economic activity than the activities of government. There 
is, however, in this volume considerable discussion of the role of taxes as 
regulators of the flows of funds in the capital market. The importance of 
government debt in the portfolios of institutions and of other investors is 
discussed, the use of government debt as a vehicle for the central bank’s 
open market transactions is emphasized and the importance of government 
debt policy in relation to monetary policy is not overlooked. We had 
intended to consider some aspects of the financing of municipal requi- 
rements to a greater extent than we have been able to do, however. While 
we had always regarded the fundamental problem of allocating functions 
among the levels of government in relation to their financial abilities as 
beyond our frame of reference we had hoped to discuss at some length 
certain technical problems of the marketing of municipal securities. 


Most readers will be amazed at the omission of all but the most 
oblique references to the importance of foreign capital in the Canadian 
capital market. The omission is perhaps not so amazing however, if con- 
sidered in relation to other publications of the Commission. The study 
entitled Canada-United States Economic Relations’ contains an extended 
discussion of foreign investment in Canada and Canadian investment abroad. 


il By Irving Brecher and S. S. Reisman. 
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The subject has not been entered into in this volume because of its inclusion 
in this other study. We have referred in this study, though not at any 
length, to the interrelations between the capital market in Canada and 
foreign capital markets, especially in the United States, and though more 
detailed reference to the foreign exchange market would be relevant and 
warranted it has been referred to at several points in the book. An 
exhaustive treatment of the Canadian capital market should, it is granted, 
consider international flows of capital and the foreign exchange market 
much more extensively than has been done in this volume. 


In the discussion of business finance there is no specific reference to 
the financing of government enterprises and privately-owned public utilities 
operating under the surveillance of administrative tribunals which deter- 
mine the rates they may charge for their services and other features of 
their operations. This is a serious omission. Some of these enterprises are 
among those which raise the largest amounts of capital sought by Canadian 
organizations. The omission of specific discussion of the financing of their 
activities results solely from want of time for the necessary research. 


There is some description in the chapter on business finance of the 
financing of small ventures in the fields of mining and oil development, but 
this is only a token recognition of an important special aspect of the 
financing of business which begs description and analysis but which we did 
not have the resources to accomplish. 


We had hoped to discuss the methods of marketing securities, both 
new and outstanding issues, at greater length but this hope had to be 
abandoned as did the hope of discussing the markets in selected specific 
assets more explicitly. 


This is a long catalogue of important omissions. Probably others will 
add further items to the list. We can only hope that it will not be 
generally felt that all the important aspects of the subject have been 
omitted! 


THE CAPITAL MARKET —A POINT OF VIEW 


THE ENORMOUS programme of capital investment in Canada in the 
post-war years has been part of a very great increase in the flow of 
incomes and expenditures on goods and services generally. Some economic 
units have financed their expenditures on goods and services in each year 
directly out of the incomes they earned in that year. Others have financed 
such expenditures in part less directly by disposing of the financial assets 
in which their accumulated saving had been invested. Still others by 
issuing financial obligations have drawn on the saving, accumulated and 
current, of other economic units, and on new additions to the stock of 
money. 


Thus the production and sale of the goods and services that made up 
the total of gross national expenditure in each post-war year has been 
accompanied by a great flow of financial assets of one kind or another. 
There has been an increase in the debt and equity instruments outstanding 
and a vast shifting of the ownership of and liability for such instruments. 
This flow of financial assets takes place through the capital market. We 
shall examine several aspects of the capital market in this study; in this 
chapter we shall describe the market in rather general terms, suggest its 
broad functions, discuss the regulators of the flows through it and enquire 
into the problem of how to judge its performance. 


A. The Capital Market and its Functions 
1. A definition of the capital market 


To assist in defining what we shall mean by the term “the capital 
market” let us classify the items which economic units may exchange. 
The basic distinction we make is between financial items and non-financial 
items. Non-financial items include real goods, services and intangibles such 
as good will. All other items exchanged we classify as financial items, 
distinguishing however, monetary from non-monetary financial items. 
Non-monetary financial items consist of (a) equities such as stocks; (b) 
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evidences of debts, such as promissory notes, mortgages, bonds and deben- 
tures as well as deposits at institutions other than commercial or central 
banks; and (c) life insurance and annuity contracts though these involve 
a mixture of service, debt and equity. Monetary items consist of money 
itself, domestic currency held by banks, inter-bank deposits and foreign 
exchange. Money we shall define rather arbitrarily as domestic currency 
(coin and Bank of Canada notes) held outside of banks, and deposits in 
commercial banks in Canada not credited to other commercial banks, 
domestic or foreign. ! 


Consider now, the various ways in which a buyer of non-monetary 
items may “finance” his purchase. 


(a) He may spend money or foreign exchange (or in the case of 
banks, inter-bank deposits). This money may have been received 
currently as earned income or it may have been accumulated over 
past years or it may have been received currently as a gift, i.e., 
a transfer of money to him without quid pro quo. Governments 
are in the unique position of being able to determine to a very 
large degree the amount of gifts — taxes — that they wili receive. 


(b) He may exchange a non-financial item for the money he wishes 
to spend, thus a man may sell his house to obtain money to buy 
a car and securities. 


(c) He may barter goods for goods. 


(d) He may barter securities for securities. 


(e) He may barter goods for securities: this happens when a firm 
sells goods on the instalment plan with no down payment required; 
the firm “finances” an acquisition of non-monetary financial assets 
by giving up goods. This class of transaction is also exemplified 
by the case of a party exchanging real estate for a mortgage. 
In either case if a down payment of cash is involved, that part 
of the value of the goods covered by the sales finance contract 
or the mortgage is bartered for non-monetary financial assets. 


(f ) He may barter securities for goods. This is precisely the opposite 
of the transaction described under (ce). Thus, the person who 
buys a house and offers a mortgage in exchange, barters this 
security for the house or for that part of the value of the house 
equal to the value of the mortgage. 


(g) He may sell securities in his possession which are the liability of 
others, for the money needed to finance his purchase of non- 
monetary items. 


1 Drafts, cheques and the like outstandin , represent, for the mos ss ag i 
agelicr depois. g, rep ’ t part, “‘float” or uncleared claims 
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(h) He may issue financial obligations of his own and thereby obtain 
the money needed to finance his purchases. In the case of banks, 


such obligations, if they are bank deposits, will themselves cons- 
titute money. 


These include the most important ways in which the purchase of non- 
monetary items may be financed. 


In cases (d) — (h) we may say that the purchase of a non-monetary 
item has been financed “through the capital market” or “by having recourse 
to the capital market”. Accordingly we may define the capital market as 
the set of contacts between buyers and sellers who effect exchanges involving 
non-monetary financial assets. In other words, considering that all exchanges 
are effected “in markets”, we shall say that exchanges involving non- 
monetary financial assets take place “in the capital market”. 


This is a very broad definition; some will prefer narrower ones but 
definitions should never be matters for argument. The definition we propose 
is such that the “goods market” and the “capital market” overlap. It might 
be deemed desirable to restrict the term “capital market” to refer to trans- 
actions involving money and non-monetary financial items or the latter 
alone and to restrict the “goods market” to transactions involving monetary 
items and non-financial items or the latter alone. However, this would stil! 
leave unaccounted for, a class of transactions typified by the bartering of 
goods against securities. 


In some usage the term “capital market” is restricted to refer to 
the limited set of transactions involving non-monetary financial items in 
which either (a) at least one of the parties to the exchange is a financial 
institution such as a bank, insurance, trust or loan company for example, 
or (b) the transaction is facilitated through the remunerated good offices 
of a specified list of other financial organizations such as stock exchanges, 
brokers and dealers. Various segments of the capital market as we have 
defined it here are often referred to by special terms though often these 
are not defined precisely. Thus we hear of the money market 2, the short- 
term market, the long-term market, the new issue market and of course 
the markets for particular kinds of securities such as the government bond 
market and the stock market. We shall use some of these terms in this 
monograph. 


Though we have adopted a broader definition of the capital market 
than the one which restricts it to transactions involving financial institutions, 


2 The term money market has a fairly common and precise usage in Canada. According to this 
usage it relates to transactions involving Government of Canada treasury bills and bonds with 
less than three years to maturity, and, since a series of technical innovations in 1954 to be 
referred to later, it relates also to transactions involving loans by the Bank of Canada to the 
chartered banks and to specified dealers (the latter effected through “purchase and resale 
agreements’’) and ‘‘day-loans’’ by chartered banks to these specified dealers. 


The foreign exchange market though rarely referred to as a money market is probably most 
nearly a money market in the literal sense of the word ‘‘money’’, as it relates to transactions 
in the currencies and bank deposits of different countries or certain types of claims on such 
currencies and deposits. 
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we would not wish thereby to depreciate the role of financial institutions in 
the capital market. The increasing specialization of function which is 
characteristic of the history of economic organization in capitalist economies 
is evident in the capital market as in other markets. There is now in 
Canada, for example, a very wide range of institutions from the traditional 
ones such as banks and insurance companies to newer ones such as finance 
companies and investment companies, dealing in debts, equities or life 
contingency contracts, and no doubt, as the economy grows and develops, 
still other varieties of institutions will emerge to concentrate on the holding 
and trading of specific kinds of assets. No doubt too, in Canada as in the 
United States, for example, the growing degree of specialization will result 
in a diminution of the proportion of outstanding financial assets held by 
commercial banks. For, it we can judge by American data, the development 
of the capital market is characterized by a pyramiding of financial insti- 
tutions, and a sharing of financial assets by the commercial banks with 
other institutions. In the United States, for example, Raymond W. Gold- 
smith estimates that in the century following 1850 the assets of com- 
mercial banks fell as a proportion of the total assets of financial interme- 
diaries in the United States from three-quarters to slightly over one-third; 
while the assets of life insurance companies rose from some 3 percent 
to about 15 percent, and the assets of a miscellaneous group of insti- 
tutions (saving and loan associations, credit unions, investment companies, 
mortgage companies, government lending agencies and personal trust funds 
administered by banks and trust companies) rose from 10 to about 
20 percent. We shall be interested in the financial institutions in part 
because they are the means of conveying a significant flow of funds from 
savers to buyers of capital goods, and from lenders to borrowers generally. 
But we shall also be concerned with the particular classes of savers and 
lenders from whom they obtain their funds and the particular classes 
of borrowers in whose liabilities they invest. The investment practices of 
the institutions, governed as they are by long-standing traditions in many 
cases, and by legal restrictions, materially affect the supply of credit to 
important groups of borrowers. Detailed attention will be given to some 
of the important institutions in Part IV below. 


In many respects the capital market is a focal point of the capitalist 
economy. Decisions given effect in this market have a bearing of profound 
importance on the allocation of resources especially as between production 
of goods for more or less immediate consumption and production of 
capital goods which will enhance the output of goods of all kinds in the 


3 We have taken these data from Table 5 in Raymond W. Goldsmith, Financial Structure and 
Economic Growth in Advanced Countries: ‘An Experiment in Comparative Financial Morpho- 
logy”, published in Capital Formation and Economic Growth, National Bureau of Economic Re- 
search, Princeton, 1955, p. 142. The data are estimates for the years 1850 and 1949. Data for 
security brokers and dealers, such as finance and personal loan companies are not included in 
Goldsmith’s figures. Further detail for selected years 1900 to 1949 may be found in Goldsmith’s 
The Share of Financial Intermediaries in National Wealth and National Assets, 1900 - 1949 
Occasional Paper 42, National Bureau of Economic Research, 1954. See also John F. Gurley 


and E. S. Shaw, “Financial Aspects of Economic Develo te j j i 
VaOXEY, ee ee eee pment’, American Economic Review, 
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future. Thus decisions reflected in this market materially affect the rate 
of growth of output per head in the economy. Moreover they affect the 
scope for enterprise and the distribution of its fruits. Let us consider the 
functions performed by the capital market. 


2. The functions of the capital market 


Briefly, the functions performed by the capital market are the follow- 
ing: regulating the amount of money outstanding; conveying of funds from 
those economic units which spend less than their current income on goods and 
services to those which spend more; providing for liquidity of non-monetary 
financial assets, that is, the shifting in the ownership of outstanding liabilities; 
redirecting funds which seek reinvestment following repayment of out- 
standing obligations, and generally eliciting and allocating funds for invest- 
ment in financial assets. We shall elaborate on each of these in turn. 


In Canada, the amount of money outstanding with the exception of 
subsidiary coin is a liability of the Bank of Canada (Bank of Canada notes) 
or of the chartered banks (non-bank deposits in the commercial banks). 
At the end of December, 1956 the amount of money outstanding consisted 
of $1.5 billion of Bank of Canada notes (apart from those held by char- 
tered banks) and $9.8 billion of deposits held in chartered banks by 
the “general public” and by the Government of Canada, making a total 
of some $11.3 billion. Changes in the amount of money outstanding are 
effected by the banking system by changing the amount and the compo- 
sition of its assets and liabilities. Thus, for example, an increase in com- 
mercial bank loans in Canada will increase the amount of money outstand- 
ing as the proceeds of the loans are credited to the deposit accounts of 
the borrowers. Since to all intents and purposes the banking system, the 
central bank and the commercial banks, deal only in financial assets or 
liabilities, it is manifest without further elaboration that the capital market 
is the medium through which the stock of money outstanding is augmented 
or diminished. Monetary policy, which is primarily the concern of the 
central bank, governs the rate and means of expansion or contraction of 
the stock of money, but we shall not open this subject until later. 


The second function performed by the capital market is the conveying 
of funds from those economic units with surpluses in their current accounts 
to those with deficits. This conveying of funds is accomplished in many 
ways: for example, the direct purchase of the obligations of deficit units 
by surplus units, with or without the services of a broker or dealer in such 
obligations; or the purchase of the obligations of financial institutions by 
economic units with surpluses and the investment of funds by these insti- 
tutions in the obligations of deficit units. 


In transferring funds from those whose current expenditures on goods and 
services are less than their current incomes to others in the opposite 


4 The figures are taken from the Bank of Canada, Statistical Summary, February, 1957. 
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situation, the capital market contributes in a profound and fundamental 
way to the division of labour which is so imperative for high productivity 
in the economy. With the advent of the corporate form of enterprise and 
the machinery for marketing its securities self-finance became less necessary 
than in an earlier day and, accordingly, the opportunities for separating 
the function of supplying capital and the function of supplying managerial 
talent were enlarged. (The accompanying divorce of ownership from control 
has not been universally accepted as an unmitigated gain but that is another 
matter.) It is true that the emergence of corporate enterprise did not 
by any means eliminate self-finance even in those industries which the 
corporation came to dominate. As we shall see below, especially in Chapter 
6, corporations supply a very large part of their own financial requirements 
through retained earnings and through depreciation allowances, and it is 
likely that this tendency is reinforced by the growth in the size and com- 
plexity of corporate structures and the amounts of real capital in their 
control on which depreciation is charged.® But though self-finance is still 
important in the modern economy the role of the capital market in con- 
veying funds is too. Industrial corporations do a very considerable amount 
of external financing; that is of soliciting funds through the public and 
private issue of securities. Undoubtedly in financing many particular pro- 
jects the corporation’s own funds, while extensive, are not adequate and 
the essential marginal supply without which the projects could not be 
undertaken is obtained through the issue of securities. Moreover, though 
our statistics show corporate retained earnings and depreciation allowances 
as a very high proportion of total saving in the economy, the aggregative 
character of these statistics rather masks the extent to which corporations 
invest in the securities of other corporations either through the parent- 
subsidiary channel or at arm’s length through the more open contacts of 
the capital market. This latter type of intercorporate finance appears to be 
growing in Canada. It is difficult to place in perspective such scattered 
pieces of information as we have; but it is quite clear that short-term 
intercorporate lending, at arm’s length, is growing. 


Of course, corporations are not the only organizations to which the 
market conveys the funds of savers. Governments are very often net 
borrowers and indeed government securities constitute a very large pro- 
portion of outstanding debt. We do not have very satisfactory figures of 
national balance sheets for Canada, and we cannot therefore compare 
government debt with total private debt or with private debt plus liabilities 


for capital stock of corporations, but the following calculation illustrates 
5 


Raymond Goldsmith estimates that the proportion of internal financing to total financing by 
non-financial corporations in the United States has varied since 1900 as follows: 


1900 - 12 33 percent 1934 - 39 128 percent 
1913 - 22 40 percent 1940 - 45 62 percent 
1923 - 29 28 percent 1946 - 49 49 percent 
1930 - 33 78 percent 


See “Financial Structure and Economic Growth in Advanced Countries ei i 
Formation and Economic Growth, op. cit., Table 8, pp. 147-48. ‘ rae. 
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the point. The funded debt, direct and guaranteed, of the federal govern- 
ment (including treasury bills), at the end of 1957 amounted to $16.8 
billion. The outstanding direct and guaranteed bonds of provincial and 
municipal governments at the same date amounted to $8.1 billion.? The 
total of this estimate of government debt is therefore $24.9 billion. The 
amount of corporate and institutional bonds outstanding at the same date 
is estimated to have been $6.4 billion.’ It has been stated that as of the 
middle of May, 1958, Canada’s mortgage debt was “close to nine billion 
dollars”.® 


The following figures (in billions of dollars) for net domestic debt in 
the United States as of mid-1957 have been published in the Federal 
Reserve Bulletin.‘® 


Pedéeraltooveriment= (net) > Yor. PER. OS, 220 
State and local government (net) ........ 46 
Fotalgovernment ‘(net)’ os 2 hee. 266 
PSUSINeSSe Enel) me naan mele eT fy 190 
Individuals — mortgage debt ............ 94 
CONSUIMCT CLEGG nth 42 
OTT a aT ee 10 
AOL POMC VIGUAIS Ss ase d is begis enncsb ots, decks 146 
Merrigele VORA tere + chigz cn atstne eo 602 


In Part III below we shall cite other Canadian data for the post-war 
period that will illustrate the function of the capital market in conveying 
funds from those with current surpluses to those with current deficits. Let 
us remark now on the third function performed by the capital market, 
the function of providing liquidity for the holders of non-monetary financial 
assets. Owners of outstanding non-monetary financial items are constantly 
wishing to shift the distribution of these assets in their portfolios or to 
convert them into non-financial assets or money. These shifts and con- 
versions are accomplished by sales of non-monetary financial assets in the 
capital market. The knowledge that these assets are marketable is an 
essential inducement to many buyers. Individuals and businesses want to be 
free not only to take advantage of changing relative rates of return in 
the financial markets, but to divest themselves of savings accumulated in 


Bank of Canada, Statistical Summary, March, 1958. 

Bank of Canada, Statistical Summary, March, 1958, p. 101. 

Ibid. 

Stewart Bates, President of Central Mortgage and Housing Corporation in an address entitled 
“Mortgage Financing -—Threat or Challenge’ delivered at the annual meeting of the Dominion 
Mortgage and Investments Association, Waterloo, Canada, May 15, 1958. 

10 Federal Reserve Bulletin, December, 1957, p. 1355. Government debt figures exclude holdings 
of a government’s debt by agencies of that government. Deposit liabilities, currency liabilities, 
trade payables in the form of extensions of book credit to business firms, and accruals such 
as tax liabilities and insurance reserves are excluded. 
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the form of non-monetary financial items in order to finance their own 
expenditures on cars, other consumers’ durables and capital goods generally. 


Just as the capital market makes it possible for owners of non-monetary 
financial assets to shift their portfolios or to convert these assets into 
money or non-financial assets so the capital market permits those liable 
for securities to extinguish these liabilities or to change their form. This is 
a fourth function performed by the capital market. There is always a 
stream of funds flowing into the capital market for the purpose of 
repaying or “buying back” debts or more generally for retiring securities. 


Finally, and most important in this list of functions performed by the 
capital market, is the function of eliciting funds for financial investment 
and of allocating the funds forthcoming. Decisions to invest in non-monetary 
financial assets are based on expectations of rates of return on these assets 
in relation to advantages to be expected from other dispositions of wealth. 
The rates of return on non-monetary financial assets are determined in 
the capital market. The appraisal of these rates of return is facilitated 
by the dissemination of information concerning these rates and the forces 
determining them. Among the functions of some of the financial institutions 
in the capital market is the dissemination of such information. The allocating 
of the funds to borrowers constitutes support for the spending programmes 
of the borrowers and inasmuch as in this world of scarce resources not 
all would-be borrowers can be wholly satisfied at once, it falls to the capital 
market or to the lenders in the capital market, in substantial measure, to 
select the spending programmes to be supported. 


The functions of the capital market in eliciting and allocating funds 
are of rather different character in times of depression than they are in 
times of full employment or inflation. While lenders must constantly search 
for promising expenditure programmes to support, in times of depression 
their problem and function is much more to find some programmes to 
support than to choose among a wide list of alternatives. 


The consequences of the stimulating and rationing of the flows of funds 
through the capital market are most far-reaching, affecting as we have 
mentioned, the degree of employment of the economy’s resources, the 
tate of growth of the economy, and the distribution of its income. The 
function of regulating these flows is shared with other markets and with 
economic policy-making bodies generally. We shall devote the next section 
of this chapter to the mechanism or methods by which the flows are 
regulated. 


B. The Regulators of the Flow of Funds 


The supply of funds to the capital market and the demand for funds 
from the capital market are regulated by the complex interrelations of a 
group of factors. In this group are governmental influences such as the 
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laws on investing practices, taxation laws, and the decisions of the author- 
ities who control the management of the stock of money and public 
debts. Also included are more purely economic determinants such as the 
prices of goods, securities and foreign exchange. Finally, among the 
regulators of the flows of funds, we must recognize practices based upon 
custom or expediency which include various methods of deciding how to 
finance projects and how to ration credit. From this listing it may be 
inferred that the system of prices, while important in regulating flows, 
shares this function with policy makers, both public and private. 


1. Government influences on the flows of funds 


The decisions of the monetary authorities are of first rate importance 
not only among governmental influences but among all influences on the 
flows of funds in the capital market. Central bank policy is directed first 
and foremost at the capital market and is effected very largely through 
operations in that market. The Bank of Canada exerts much of its influence 
on the capital market through its own operations in one class of financial 
assets, namely Government of Canada securities. It may affect either the 
supply of or demand for Government of Canada securities through its 
sales and purchases of these securities in the “open market” 1! or through 
direct dealings with the Minister of Finance. The Bank acts as adviser 
of the government on questions relating to the management of the federal 
government’s debt both on the timing of issues and retirements and on 
the character of the securities to be offered. The Bank’s dealings in federai 
government securities affect the prices of these securities and hence their 
relative attractiveness as compared with other types of financial assets 
that investors may wish to hold. In addition the open market operations 
of the Bank have a direct effect on the deposits of commercial banks with 
the Bank of Canada. Since our banking legislation requires commercial 
banks to maintain at least a certain minimum reserve in notes of, or 
deposits with, the Bank of Canada against their own Canadian deposit 
liabilities, the open market operations of the central bank have a direct 
effect upon the ability of commercial banks to acquire non-central bank 
obligations for their portfolios. 


In Canada, the central bank has certain other powers. Since 1954 it 
has had limited statutory authority to determine the minimum ratio of 
cash reserves to Canadian deposits which the commercial banks must 
maintain. The Bank has not yet altered this minimum ratio, however. 
The Bank has authority to deal in certain assets other than federal govern- 
ment securities. It may and does from time to time hold obligations of 
certain foreign governments, foreign exchange and gold. The Bank may 
and does from time to time extend loans or advances to the federal 


11 Of course at any particular time the Bank of Canada may affect the market by not buying or 
by not selling securities. If any general statement can be made it would be to the effect that 
the Bank tends to be a net buyer when the prices of securities are falling and a net seller when 
the prices are rising, but even to this statement there are exceptions. 


17 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


government, the chartered banks, dealers in the money market and Quebec 
savings banks. The Bank may but very rarely does buy or sell securities 
issued or guaranteed by a province of Canada. Though it may buy and 
sell certain bills of exchange and promissory notes endorsed by a chartered 
bank, this type of transaction has been of no importance. It is not empower- 
ed to deal in municipal securities or in corporate bonds or stocks. 


Apart from open market operations the most important influence 
exerted by the Bank of Canada is through its powers of leadership, per- 
suasion and exhortation. It was through the exercise of these powers that 
the banks were induced on three occasions in the post-war period to cease 
extending term loans to business.!2 By similar means the banks were 
induced to maintain after May 31, 1956, a minimum ratio of cash reserves, 
day loans and federal treasury bills to Canadian deposits. There have 
been other instances in which the Bank of Canada has persuaded the banks 
to adopt particular policies:!* The Bank has not restricted its suggestions 
to the commercial banks, it has directed them as well to dealers in federal 
securities, finance companies, and the stock exchanges, for example, and 
more generally through its annual reports and speeches of its governors. 


In summary, the influences of the Bank of Canada have not been 
restricted to the effects of changes in cash reserves of the chartered banks. 
The Bank’s dealings directly influence the yields on Government of Canada 
securities and indirectly, to varying degrees, the supply of, demand for and 
yields on other kinds of non-monetary financial assets. An effect on the 
allocation of funds is thus induced by the changes in the structure of yields, 
but the Bank has, from time to time, sought to influence the allocation of 
funds rather more directly through discussions with suppliers. 


Prominent among other governmental influences on the flows of funds 
in the capital market is taxation policy at three levels of government. 
Influences through taxation are myriad, affecting both the supply of funds 
and the demand for funds. We shall be content at this point with a mere 
reference to the more obvious of these influences. 


The first and most obvious influence is that taxation of any kind 
serves to divert funds from the private channels of the economy to the 
support of government activities. The persistent widening of the scope 
of government activity reflects both an increase in public demand for 
services traditionally supplied by government and an increase in the supply 
by government of services that were formerly arranged for in the private 
economy if indeed they were supplied at all. In the former category are 
such services as those of schools, roads, waterworks, and public adminis- 
tration generally, while in the latter are a variety of social services such 


12 Term lending is defined in the Bank of Canada’s Annual Report, 1955, p. 17, as ‘“‘making loans 
to business corporations where the time of payment is deferred beyond that of ordinary bank 
loans, or purchasing a security issue negotiated directly with the customer as distinct from 
buying a publicly issued security in the market’’. 

13 The Bank of Canada has no power to require the commercial banks to do anything except that 
it may, within limits, set the minimum cash reserve ratio which the banks by law must maintain. 
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as pensions, family allowances, unemployment and health insurance and 
the services of new and newly nationalized enterprises such as broad- 
casting and various publicly-owned utilities. As a consequence of the 
extension of government activities, taxes have increased rather more than 
proportionately with income", so that progressively Canadians have “bought” 
more services and done more saving through tax payments. In this con- 
nection however, it should be remarked that not all government services 
are financed out of current tax receipts; government debt has also grown 
and we have already noted that it constitutes a very large proportion of 
outstanding non-monetary financial liabilities. It follows that an increasing 
amount of private saving has been diverted to government through the 
purchase of government securities as well as through the payment of 
faxes.” 


The diversion of funds to government is not, however, the only influence 
of taxation on the flows of funds in the capital market. The progressive 
structure of the tax rates especially the personal income tax rates and 
estates tax rates by which those with highest incomes and largest estates 
pay taxes at the highest rates, combined with the regressive structure of 
transfer payments has led, as far as one can judge from the statistical 
and other evidence we have, to a reduction of the degree of inequality in 
the distribution of income among individual earners. Though the average 
level of income has risen persistently, this combination of a progressive 
tax structure and regressive structure of transfer payments has sharply 
restricted the ability of individuals or small groups of individuals to amass 
fortunes with which to finance major business ventures. 


Taxation, both of individuals and corporations, is often said to impair 
incentives to undertake risky and arduous programmes. It is difficult to 
come to a clear view of the effects on incentive generally but on some 
aspects of the effects of taxation on incentives that bear most directly on 
the flows of capital funds it is less difficult. Special depreciation provisions, 
for example, designed to stimulate particular kinds of investment have a 
very considerable and appreciable effect on the allocation of capital funds. 
Even depreciation allowances not especially designed for their incentive 
effect, will, if they differ as among varieties of capital assets, affect the 
allocation of funds. Another example of the use of taxation to provide direct 
incentives is the 20 percent tax credit allowed persons on dividends from 
Canadian corporations. 


The technical provisions of the taxation legislation have important 
effects on the flows of funds. For example, the fact that bond interest 
payments are deductible as expenses in computing income for tax purposes 
while dividend payments are not, has obviously been a very important 


14 According to information published by the D.B:S. in National Accounts: Income and Expenditure, 
1926 - 1956, total tax receipts of all governments in Canada averaged 13.2 percent of Gross 
National Product in the years 1926-29 and 22.8 percent in the years 1954 - 56. 

15 Some government securities have been marketed abroad and have thus not made a direct 
claim on the private saving of Canadians. 
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consideration in those many cases in which corporations have chosen to 
raise new capital through bond issues rather than stock issues. The tax 
credit on dividends has worked in the opposite direction. The absence of a 
tax on capital gains has affected the technical character of the offerings 
of bonds in an effort to attract investors. To cite another example of this 
kind: the federal Department of National Revenue has for many years 
prescribed the conditions which must be fulfilled by pension plans in 
order that payments into pension funds may qualify for deduction from 
income for income tax purposes. From time to time the provisions are 
changed, and the flows of funds into pension funds and into pension fund 
investments are accordingly affected. 


In concluding these brief remarks on taxation as a regulator of the 
flows of funds in the capital market we must observe that taxation very 
directly affects the prices of goods and services and, as we shall argue a 
few paragraphs below, these must be counted among the important regu- 
lators of flows in the capital market, inasmuch as profits and losses, which 
depend on prices, respectively attract and repel funds. 


We have referred to the monetary and debt management policies of 
governments and to taxation laws as governmental influences on the flows 
of funds. In this same connection, we must now refer to laws and govern- 
ment regulations concerning the issue of securities and the investment in 
securities and other assets by financial institutions. Among the laws and 
regulations covering the issue of securities, we have in particular the secu- 
rities acts of the various provinces which regulate the procedures and prac- 
tices followed in the issue and trading of bonds and stocks. Broadly speaking 
the purposes of this legislation are to protect the investor from fraud and 
to provide borrowers with a set of rules of the game which, within limits, 
ensure that in their competition for funds they will encounter fair play. 
In accomplishing these purposes the legislation affects the flows of funds 
through the capital market. There is other legislation in company statutes, 
in corporation charters and in provincial law governing municipalities which 
limits corporations and municipalities in the types and amounts of securities 
they may issue. 


There is important legislation on the statute books of both the federal 
and provincial governments which regulates the investment practices of 
financial institutions. Financial institutions are not regulated to equal degree 
however; some like the life insurance companies are rather closely regu- 
lated, while others, such as finance companies, are allowed much more 
freedom in their operations. In this class of legislation we must recognize 
first the Bank Act which specifies in considerable detail the business and 
powers of commercial banks in Canada. While this legislation gives the 
banks considerable leeway, it does limit bank investments to specified 
classes of assets. It does not, in general, specify the proportions in which 
these assets are to be held. An exception is of course the cash ratio, and 
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as has been mentioned, the Bank of Canada has induced the banks for 
the time being at least, to maintain a “liquid asset” ratio of at least 15 
percent. There are other examples of cases in which banks have been 
induced to make investments of minimum amounts in particular assets, 
such as the undertaking given in the early spring of 1957 to invest an 
additional $150 million in government insured housing mortgages during 
1957. The life insurance companies operating under federal legis- 
lation are restricted not only in the classes of assets they may buy but the 
legislation also contains several provisions concerning the proportions 
of total assets which may be invested in particular types of securities.1° 


Trust companies, mortgage loan companies, the Industrial Develop- 
ment Bank, small loan companies, licensed money lenders, and some other 
institutions are subject to legislative restriction either provincial or federal 
on their investment practices. The principal objective of this legislation 
has been to protect the buyer of life insurance, depositors and investors 
in banks, trust and loan companies, and customers of small loan com- 
panies and licensed money lenders. This objective is most desirable. But 
the legislation directed toward it has effects on the flows of funds in the 
capital market, and these effects will be of concern to us in this study. It 
is a question of considerable importance whether in all respects the legis- 
lation provides necessary protection in the way which is most consistent 
with the proper regulation of the flows of funds through the capital 
market. 


The list of governmental influences on the flows of funds is a long 
one. There are others yet to be mentioned. There are the government 
guarantees of loans of various kinds, from the bonds of the C.N.R. and 
the bonds of the Hydro-Electric Power Commission of Ontario to the 
government guarantees of N.H.A. mortgage loans and loans made by 
the chartered banks under the Farm Improvements Loans Act. The last 
governmental influence we shall mention is that exerted by direct controls 
on the prices or yields of securities. There are several important illustrations 
of this type of influence including the statutory ceiling of 6 percent on 
loan charges by commercial banks, the statutory ceilings on the cost of 
loans made by licensed money lenders and small loan companies, and 
the ceilings, which are changed from time to time, on interest charges for 
mortgage loans extended under the provisions of the National Housing Act. 
These controls on the yields of loans represent a direct limitation of the 
operations of the second main class of regulators in the capital market, 
namely the prices of assets. We turn now to consider this group of regulators. 


2. The price system 


In a free market economy changes in the prices of assets, financial 
and non-financial, are accorded a very prominent role in adjusting the 
forces of demand and supply to each other and so in channelling economic 


16 See below, Chapter 7. 
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activity generally. This performance of the price system we take to be 
widely appreciated and we therefore eschew detailed exposition here. In 
the securities markets, using the term broadly, widening differences in the 
yields of securities evoke shifts of funds into investment in securities whose 
yields have risen more (or fallen less) and away from investment in 
securities whose yields have risen less (or fallen more). To the extent 
that private funds are permitted to flow across international boundaries, 
yields in foreign countries combine with rates of exchange to regulate 
the international flows of funds and securities. As between Canada and 
the United States for example, some kinds of international capital move- 
ments in the post-war period have been very sensitive to changes in 
interest rate differentials between the two countries and to changes in the 
exchange rate. 


An aspect of the regulation of the flows by the price system is the 
effect of changes in prices of real goods and services on flows in the 
capital market. While it is manifest that prices of non-monetary financial 
assets affect supplies of and demands for these assets, it may not be so 
clear that prices of goods and services are also important in this respect. 
But this latter fact becomes clear if it is remembered that on the one 
hand income receivers choose among all kinds of assets, both financial 
and non-financial, in allocating their income and consider the prices of 
the various kinds of assets, among other factors in doing so, and if it is 
remembered on the other hand, that enterprisers, in creating a demand 
for funds, are motivated in part by the prices they have received and can 
expect to receive for the goods and services they supply. By and large in 
the free market economy, the business enterprises that succeed in the 
competition for funds, that succeed, that is, in placing their securities at 
prices acceptable to them are those enterprises that offer the best security 
contracts and that offer the best promise of being able to fulfil the condi- 
tions of the contract. There are many factors that enter into buyers’ 
judgments of the desirability of securities but the ability of the enterprise 
in the past to buy its materials and labour and sell its goods or services 
at profit-yielding prices is surely one of the most important. Indeed, one of 
the reasons new enterprises, launched by entrepreneurs starting in business, 
experience some difficulty in raising funds, is primarily because they have 
no record of past earnings to present to investors. To put this general point 
in another way, we may say that insofar as the production and distribution 
of goods in the economy is guided by changes in the relationships among 
the prices of those goods, so the supply of and demand for funds with which 
to finance the production and distribution of goods will be regulated by 
the prices of goods. More broadly, demands for and supplies of goods 
and securities each depend on prices both of goods and of securities. 


We have mentioned earlier that business provides out of its own retained 
earnings a very considerable proportion of the funds it requires. In a very 
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real sense these firms raise capital in the goods market rather than in the 
capital market. To the extent that this practice is followed there is a direct 
circumventing of the capital market in the raising of business capital. This 
practice thus obviously influences the extent to which funds flow through 
the capital market. It also influences the channelling of funds through the 
market, inasmuch as firms which find their own saving adequate for their 
needs do not bid for funds and inasmuch as firms in the process of 
accumulating saving may be prepared to supply short-term funds, at least, 
to the market. The business enterprises best able to accumulate earnings 
are those best able to command prices for their products which yield 
profits. Thus in this indirect way too, prices of goods influence the flows in 
the capital market. 


It is often argued that the circumvention of the capital market in the 
manner described in the last paragraph is to be regretted in that capital 
expansion financed out of retained earnings and depreciation allowances 
does not receive the critical appraisal and approval of investors. At least 
two observations must be made in connection with this argument. In the 
first place, many projects that are financed from retained earnings and 
depreciation allowances are only partly financed in this way, the balance 
of the funds required being obtained from new issues in the capital market. 
In these cases the projects are appraised by investors in the capital market. 
In the second place, projects financed wholly from retained earnings do 
have a market test albeit a test in the goods market rather than the capital 
market. If the expansion is one which involves duplicating existing facilities 
to expand production of goods of a kind already being supplied by the 
enterprise then it is doubtful whether the appraisal of investors, comparing 
this project with others, is likely to be more reliable than appraisal by the 
buyers of the goods who have compared them with others available and 
who have been willing to pay high enough prices to provide the capital 
for expansion. The testing of other projects involving new kinds of facilities 
for supplying goods already being marketed or goods never before offered 
for sale may be performed more reliably in the capital market than in the 
goods market. But one wonders what constitutes the skill of the professional 
investor and the underwriter. Is it skill in ranking projects by likely 
profitability or is it skill in ranking men and entrepreneurial groups? This 
writer is inclined to the view that the skill of the professional investor and 
underwriter lies essentially in judging men and not projects directly. We 
would concede that many factors enter judgments of entrepreneurs but 
certainly not the least of these is past performance in selling goods 
and services profitably.’ 


These two observations on consequences of the circumventing of the 
capital market by those concerns which rely on retained earnings and 
depreciation allowances are not to be interpreted as depreciating the 


17. This matter is discussed more fully in Chapter 6. 
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function of the capital market in allocating funds. The new entrepreneurial 
group with no retained earnings can only appeal to the capital market for 
funds and its projects can only receive their initial appraisal in that market. 
Moreover, if there are limitations to the ability of investors to appraise 
projects there are also limitations to the appraisals of performances 
reflected in records of profit and loss. The price system in the goods market 
does not work perfectly. There are barriers to price movements and barriers 
to the operation of the price system in the goods market generally. There 
are not only supplementary governmental influences, just as there are in 
the capital market, there are varying degrees and kinds of monopoly. 


In concluding our remarks on prices and especially prices of goods 
as regulators of the flows in the capital market we shall refer briefly to 
relative movements in the prices of goods generally on the one hand, and 
interest rates or prices of securities generally on the other hand. Consider, 
as an example, a condition in which the demand for goods and services at 
existing prices considerably exceeds their supply at those prices. Prices 
of goods and prices of securities are shown to be alternatives as regulators 
in both markets perhaps as clearly in this situation as in any. The counterpart 
to the demand for goods will be the demand for funds in the capital 
market. The excess demand must be contained. It may be contained either 
by rises in the cost of funds or rises in the cost of goods and services or 
by both. In the absence of monetary controls to the contrary it seems 
much more likely that in short periods the supply of funds can be augmented 
to meet the demand for funds than that the supply of goods can be increased 
to meet the demand for goods. The supply of funds may be augmented 
through the readiness of sellers of goods to supply credit, the readiness 
of others to convert deposits into securities and the readiness of banks to 
extend credit. The supply of funds may be increased with only moderate 
increases in yields and to the extent that such is the case, prices of goods 
will bear the brunt of the task of restraining demand in both the goods 
market and the capital market. If on the contrary, through the actions of 
monetary authorities or otherwise, the expansion of credit is restrained, 
rises in the cost of credit will share with prices of goods more of the burden 
of restraining each wave of excess demand in both markets. This paragraph 
raises the question of the control of inflation and begs a number of other 
questions to which we shall revert below, but we must now complete our 
review of regulators of the flows of funds by referring to those non-price 
regulators that arise from the practices of non-governmental bodies in 
the capital market. 


3. Other regulators 


We have referred to regulators of flows of funds which are imposed 
by legislation or that are implicit in the acts of public authorities and we 
have referred to the price system as a regulator. But there are other 
regulators that are neither prices nor decrees of government. 
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Paralleling legislation concerning the issue of securities and investment 
practices of financial institutions we find traditions and customs also 
regulating flows of funds. Particular types of borrowers traditionally 
borrow with the use of particular instruments. Particular types of lenders 
traditionally invest in restricted classes of assets and divide their portfolios 
according to particular patterns. We shall examine these customs and 
practices with more care in later chapters. Suffice it to observe here that 
while traditions and customs of this kind change, they change very slowly 
and they have a considerable impact on the flows of funds. In some cases 
they draw support from legislation though they may restrict the range of 
practice even more. 


Paralleling price as a feature of a security contract there is a vast 
array of other features of contracts which contribute to the relative attract- 
iveness of securities and hence to the allocation of funds in the capital 
market. Among these other features are the dates of maturity of the security, 
provisions for retiring the security, and provisions for fixed or variable 
annual returns. In addition to features that are part of the formal contract 
there are differences among securities in terms of the likely riskiness and 
likely liquidity of the security. All of these features of the security must 
be considered by the investor in making his choices. It is true that the price 
offered by the underwriter and the prices prevailing in the markets for 
outstanding issues will reflect these qualitative differences among securities. 
But probably prices will reflect these differences imperfectly and the more 
so on issues that trade infrequently. There are important instances in the 
capital market of securities which are not traded at all and the issuer places 
his note or security successfully only if he happens to be at the head of 
the queue or satisfies the requirements of the non-price rationing system, 
whatever it may be, that is operated by the lender. The banks, for example, 
in allocating funds among borrowers in a particular class judge whether 
to take up the note being offered, not only on the basis of the yield written 
into the contract, but also on the basis of their view of the credit worthiness 
and other characteristics of the borrower (not to mention the condition of 
their own portfolios). 


This completes our statement on the regulators of the flows of funds. 
There are a great mahy regulators; they range in character from those 
which change only slowly and gradually such as traditions and customs, to 
others like the yield on Government of Canada treasury bills which 
bobs ceaselessly up and down as the bills find or lose favour with fickle, 
sensitive investors. Some non-price influences operate through the price 
system as is the case with open market operations of the central bank; 
others operate in restraint of the price system as is the case of legislation 
fixing or limiting the yield on loans of particular kinds; still others operate 
outside of the price system to supplement control by prices as is true of a 
variety of ad hoc, selective control measures introduced from time to time 
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by central banks. There can be no doubt that in Canada at the present time 
the price system plays a very large role in regulating the flows of funds in 
the capital market; equally, however, there can be no doubt that the price 
system shares its honours. These facts must dominate our approach, in the 
next section of this chapter, to the problem of formulating the criteria by 
which the performance of the capital market may be judged. 


C. Criteria for Appraising the Capital Market 


1. Statement of the problem 


In this study we propose to examine the financing of economic 
activity in Canada in many of its aspects with a view to forming an opinion 
on the strengths and weaknesses of our present practices and patterns in 
the capital market. But practices and patterns can only be adjudged to 
have strengths or weaknesses against some criteria. It therefore behooves 
us to attempt early to formulate and explain the criteria by which we 
shall assess the features of the Canadian financial machinery which will 
be described in Parts II, HI and IV following. Let neither the writer 
nor the reader be deluded however into thinking that this is an easy task. 
It is not. We shall try to explain why it is not an easy task before we set 
forth the point of view that we shall adopt and the specific criteria that are 
implied by it. 


We have described the functions of the capital market, and we have 
classified the regulators of the flows of funds in and through the capital 
market. The capital market is an important part of the economic system, 
which in turn is an integral part of the total social organization which we 
variously refer to as the community, the nation or the country. Public and 
private policies alike may be conceived to be directed to achieving broad 
social objectives. From the widest point of view therefore, we may state 
the problem of assessing the functioning of the capital market to be that of 
deciding in what particular respects the practices followed in this market 
do and do not contribute to the accomplishment of these objectives. 


When the country is engaged in some all-consuming national effort, 
such as fighting for survival in modern war, issues are much sharper and 
clearer, and the character and priority of objectives are much more readily 
perceived. Accordingly it is for such periods thaf the appraisal of any 
aspect of social organization and in particular the capital market is easiest 
or, better, least difficult. However, our task is not to appraise the functioning 
of the capital market in wartime; we must appraise its functioning in 
times of peace. 


In times of peace national objectives are not clearly perceived and 
there are ordinarily substantial divergencies of view as to what the 
objectives are. Disagreement is probably wider as to the priorities to be 
accorded objectives which implies that objectives conflict. For example, 
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while there would no doubt be wide agreement that immediate increases 
in consumption per head and in capital formation in industry are both 
to be regarded as national economic objectives, there must be much less 
agreement as to which of these alternatives is to be given priority and to 
what extent. Moreover, it must be expected that priorities will change with 
changing conditions and changing fancies. The lack of clarity as to objectives, 
the disagreements on priorities of objectives, and the changes in objectives 
and priorities all combine to make it impossible to approach the task 
of appraising the capital market confidently and tidily by setting forth a 
list of objectives in a given order of priority against which to judge the 
market’s performance. 


The task of settling on objectives is complicated by the knowledge 
that high among social objectives is the objective of emphasizing particular 
methods of social organization. Methods of organization become objectives 
in themselves. In modern western democracies, the organization of economic 
activity through the (more or less) freely operating price system has been 
viewed as more than a means to an end; it has been regarded as an end 
in itself, albeit an end to be ranked against other social objectives.'§ 


However, though there are difficulties, and though there will inevitably 
be differences of opinion over whatever interpretation of objectives is 
adopted, it is imperative that any segment of the social organization be 
judged in the light of over-all objectives conceived for the social organization. 
Fundamentally our problem in appraising the capital market in any period 
must be to judge the performance of the regulators of the market relative 
to the functions to be fulfilled in the light of the objectives to be achieved 
in that period. We have described the functions, we have identified the 
regulators; we must take a position with respect to objectives, difficult and 
controversial though that may be. 


2. The objectives of policy 


It is not impossible to specify a group of broad social or economic 
objectives which, throughout the post-war period we shall examine, have had 
high priority ratings. We feel confident that these objectives must be in our 
list inasmuch as they are supported by all political parties though un- 
doubtedly with varying emphasis. The platforms of political parties are not 
infallible indicators of social objectives but in democratic societies political 
parties must, in seeking power, strive to interpret the will of the people. 


Far up on the list of objectives must be placed that of maintaining 
high levels of employment and that of containing inflation. This twin 
objective was set forth explicitly in the White Paper on Employment and 


18 i wish to argue that methods of organization must not be classed as ends, that 
eee tade they are Seas to ends; that the organization of the economy through the price 
system is the means selected to gain the objective of freedom, for example. The reader may 
prefer therefore to express the thought in the text differently. If freedom has high priority 
among social objectives and if society chooses a particular mode of organizing economic 
activity as a means to this end, this choice remains an important consideration against which 
the history of the capital market must be judged. 
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Income presented to Parliament in 1945 and it appears to command general 
support throughout the country. We shall have frequent occasion to examine 
changes in the regulators of the capital market flows, in relation to this 


objective. 


Ranking close to this objective is that of promoting economic growth. 
Indeed, economic growth is enhanced both by maintaining employment 
and by avoiding inflation. 


Another broad social goal in this country has been to ensure minimum 
standards of welfare. Accordingly government programmes of assistance 
for persons who are unemployed, aged, sick, indigent, or merely parents, 
have been introduced or extended. This broad goal also is supported by all 
parties though of course the emphasis given it varies. 


It has also been widely accepted as desirable that governments should 
assist in directing a rather large proportion of the fruits of production to the 
defence of the nation and to the accumulation of social capital. While 
defence expenditures are now a lower proportion of gross nationa! 
expenditure than they were at the end of the war, annual expenditure 
on investment in social capital is a larger proportion. Roads, schools, 
hospitals, residential housing, waterworks, public buildings, these have 
been sought with a consistently high degree of urgency throughout the 
post-war period. 


Within the limits imposed by these objectives (and perhaps others to 
be referred to from time to time below) and subject to certain restrictions 
of the kind imposed by food and drug acts, it has been a social objective 
that the Canadian people be allowed to decide themselves what they shall 
consume and what they shall produce and to express these decisions in the 
market place rather than the polling booth. 


There are other objectives, some less clear, others more fleeting. To 
some of these we shall refer in chapters below as we comment on specific 
events. Given these objectives stated above, what shall we be looking 
for as we review the practices and patterns in the capital market in the post- 
war years? What are the specific indicators that will assist us in forming an 
assessment of the “performance of the capital market regulators relative 
to the functions to be fulfilled in the light of the objectives to be achieved’? 


The five broad objectives we have cited fall into two groups, the first four 
in one group and the fifth standing alone in the second group. With respect 
to the first four objectives our indicators will be the records of employment 
and prices, of output, of standards of welfare achieved, of the accumulation 
of social capital we have accomplished and the like. Since the direct bearing 
of the capital market on these objectives is not the same for all, we shall 
devote more attention to some than others. In particular most frequent 
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reference will be made to the objectives of maintaining employment, of 
containing inflation, and of promoting economic growth. 


The fifth objective as it has been stated is to emphasize a method of 
organizing economic activity. Let us be frank in stating our intentions: 
our appraisal will be related most specifically, although not exclusively, 
to this fifth objective. We shall set forth the conditions under which the 
price system is likely to be most effective as a method of organizing economic 
activity. Having set these conditions out we may then, in the course of our 
study, enquire whether and to what degree these conditions are satisfied. 
But there are limitations to the effectiveness of the price system in practice. 
Where some of these limitations have been experienced, alternative 
regulators will have been put into operation. With respect to such cases, 
our question must always be: have the alternative regulators been neces- 
sitated by ineradicable limitations of the price system and in any event 
are they the best arrangements relative to the over-all objectives. Finally, 
where some limitations have been experienced it will be found that no 
alternatives or improvements have been introduced. Such cases will have 
to be counted among the weaknesses of existing practices and patterns. 
In the previous section of this chapter, in discussing the price system as a 
regulator of the flows of funds in the capital market, it was emphasized that 
prices of goods as well as prices of securities served as regulators in this 
market. In spite of this we cannot focus on problems over the whole 
price system. For example the impact of monopoly on the effective opera- 
tion of the price system cannot be given systematic examination here. 
Oblique references to this and similar matters will be made from time 
to time however. 


3. Conditions which enhance the effectiveness of the price system 


Let us turn now to a brief statement of the conditions under which 
the price system is likely to be most effective as a method of organizing 
economic activity especially economic activity that involves trading in non- 
monetary financial assets. In the first place it is necessary that there be fairly 
continuous trading in substantial volume in the assets that are exchanged 
in the capital market. If this condition is satisfied then the price quotations 
on the asset are more informative in the sense that they are a much better 
indication of the price at which the asset could be bought or sold at the 
moment. We shall stress the importance of information in the market 
again below. If there is a continuing active market in an asset, that asset 
is more liquid in the sense that a decision to sell or buy if effected 
immediately can be effected without inducing a substantial change in price. 
(The definition of liquidity must be made relative to the proportion of the 
outstanding stock of the asset that is being offered or sought by a single 
transactor in a single transaction, but perhaps the language we have used 
is sufficiently precise for our immediate purposes.) Liquidity of assets 
is necessary if holders of assets are to be able and willing to shift their 
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portfolios in response to changes in relative prices in the market. This 
condition implies that in general there must be secondary markets in out- 
standing non-monetary financial assets, and these markets must be active. 
There can be exceptions to the condition without implying serious impair- 
ment of the price system as a regulator. For example holders of particular 
assets who wish to acquire other assets may be able to borrow against the 
assets they hold in order to finance the acquisition of others. But liquidity 
achieved in this way is likely in practice to be of lower degree than that 
which would be obtained if the asset were disposed of in an active secondary 
market, inasmuch as the cost of the funds borrowed is likely to vary 
directly with difficulty of selling the asset offered as collateral. 


A second condition enhancing the effectiveness of the price system as 
a regulator of flows of funds is the willingness to shift supplies of funds 
in response to changing demands and to shift demands in response to 
changing supplies. This condition may be expressed alternatively as follows: 
both demands for and supplies of particular assets traded in the capital 
market must be responsive to their prices (or conversely to their yields). 
Otherwise changing conditions of demand or supply are not reflected in 
prices and cannot through their effects on prices evoke the necessary 
responses of supply and demand respectively. For example, if particular 
borrowers make, or expect to make, very large profits on their invested 
capital, and if in addition increases in the cost of borrowed funds can be 
offset partly by deductions from income for income tax purposes, they may 
be most unwilling to scale down their demand for funds in the face of 
increases in the cost of funds. Similarly if lenders suffer from a kind of 
inertia or from a lack of information they may be unresponsive to changes 
in relative prices of assets and thus the supply of funds may be relatively 
insensitive to price changes. The more responsive are suppliers and 
demanders of assets in the capital market to changes in prices, the smaller 
will be the amplitude of price movements in the market and the more 
effective will price changes be in eliciting flows of funds and in allocating 
them among demanders. 


A third condition for the effective operation of prices in the capital 
market is the following: there must be no direct controls on the prices of 
individual assets. It-is surely axiomatic that if prices are to operate as 
regulators they must be free to move since it is only through movement 
that they can regulate. If the yield on a particular security is kept by direct 
controls from rising when the offering of these securities at the existing price 
continues to rise, there can be no curtailing of the offerings through price 
declines. In addition if yields on some other securities happen to be rising 
it may well be that the flow of funds to those offering the securities on 
which the yield is controlled will dry up dramatically. This situation 
pertained in the market for N.H.A. mortgages in Canada in the latter part 
of 1956. Similarly in the same period the ceiling on yields of bank loans 
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prevented rises in these yields from restraining the increase in demand 
for funds from this source. If important prices or yields in the capital 
market are restrained from moving in any direction in response to the 
pressures of supply and demand, substantial distortions in the flows of 
funds may result and necessitate the introduction of other regulators. 


A final condition, not unrelated to the first two we have stated, is 
that the non-price barriers to supplying funds and to obtaining funds must 
be kept as low as possible. These barriers may take many forms and we shall 
only cite three illustrations here. Suppliers of funds may be restrained by 
law or by custom from investing in certain types of assets or from investing 
more than a certain proportion of their portfolio in these assets. Such 
restraints constitute barriers to the movement of funds and serve to insulate 
segments of the capital market from developments in other segments. 
Specialization of institutions in the capital market may well spell compart- 
mentalization of the market and the price system cannot operate effectively 
to allocate funds if the market is highly compartmentalized. Effective 
allocation by the price system requires that supplies of and demands for 
any asset be responsive not only to the price of that asset but also to the 
prices of a fairly wide range of other assets. Borrowers may also be 
restrained by non-price barriers. For example, some classes of borrowers 
may be quite unable to gain access to the funds supplied through certain 
channels. It is often alleged that entrepreneurs wishing to raise small 
amounts of capital are at a considerable disadvantage in seeking to raise 
funds through a public issue of securities because of the high underwriting 
costs per thousand dollars of funds raised on small issues.'? If non- 
price barriers of this and other kinds significantly restrict borrowers in the 
segments of the capital market to which they can have access, the capital 
market cannot adequately perform its role as allocator of funds. A barrier 
which may operate on either side of the markets for non-monetary 
financial assets is the barrier of ignorance. If the fullest possible information 
respecting the opportunities available to buyers and sellers is not widely 
disseminated, buyers and sellers cannot act in response to those opportun- 
ities. This is manifest; and we must, in reviewing the functioning of the 
market, examine the flow of information with care. There are many aids 
to the dissemination of information; we have already referred to prices 
themselves as bearers of information; honest brokers, a vigorous and 
perspicacious financial press, the publication of detailed and accurate 
prospectuses, balance sheets, and income statements, and a sophistication 
on the part of buyers and sellers in the market are all aids to the spreading 
and interpretation of information. 


4. Limitations of the price system 
There are of course limitations to the operation of the price system. 
Some of these limitations show up in a failure of the conditions we have 


19 Perhaps it is a misuse of language to call high underwriting costs a non-price barrier; we shall, 
however, use this classification of the problem cited. 
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cited to be met, and of these we need not say more in this chapter. We 
must refer explicitly, however, to two other limitations of the price system 
before concluding. 


One limitation of the price system arises from the vital part played by 
expectations in determining the responses of buyers and sellers to changes 
in prices. The point is rather subtle, but can perhaps be put as follows. 
Under some circumstances a price change may serve rather more as an 
“agitator” than as a regulator. If it serves as a regulator a rise in an asset’s 
price evokes a decrease in the amount of it demanded and an increase in the 
amount of it supplied. However, if a rise in price evokes an expectation of 
a further rise it may evoke an increase in the quantity of it demanded and 
no increase or perhaps restriction in the amount of it supplied. Converse 
statements may be made with respect to a fall in price. If a change in price 
evokes expectations of further changes in the same direction economists 
refer to the market in that asset as “unstable”. Instability of this kind is 
by no means uncommon; on the contrary it is a frequently observed 
characteristic of markets at the beginning and during the early part of 
price movements in a given direction. In general, however, prices do not 
continue to move in a given direction at a given or accelerating rate 
indefinitely, a fact which testifies to the ultimate stability of markets. 
The short-run instability may delay the emergence of the regulatory effect 
of prices and where such delays frustrate the attaining of one or other of 
the over-all objectives, the performance of the price system must be adjudged 
to be unsatisfactory and to warrant the adoption of supplementary regulatory 
measures. Contributions from this source, the instability of markets, to the 
delay in the responses of buyers and sellers that are necessary for effective 
regulation through the price system are very likely to appear as a problem 
for the monetary authorities charged with controlling the over-all stock of 
money in the economy, a matter to which we now turn very briefly. 


A second limitation of the price system in general arises in part at least 
from the first we have mentioned. This limitation is the apparent inade- 
quacy of the price system (we refer explicity now to prices of all kinds of 
assets) as a sensitive regulator of the general level of economic activity. The 
long record of cycles in business activity is too well known to require any 
introduction here and we take it as evident that in this respect, if the 
objective of maintaining high employment and containing inflation is to be 
achieved, the price system will need to be supplemented by other regulators 
of economic activity. However, we would make the point that the extent 
to which such supplementary regulators can operate through the capital 
market and especially, through the price system in the capital market, 
depends very largely upon how severe are the other limitations of the price 
system in practice. Thus, the issue of whether credit controls exercised 
by the central bank or other agencies of the government should be con- 
fined to operations in the open market in government securities or include 
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a battery of “selective controls” directed at particular segments of the 
capital market and traders in those segments will be very greatly 
illuminated by recognizing the precise limitations of the price system in 
practice and by determining the possibilities of removing these limitations. 
If the markets in the various financial assets are closely interrelated and 
if responses to price changes are not only real but rapid, in short, if the 
conditions given above for the effective operation of the price mechanism 
are very largely met, then central bank policy effected through open 
market operations in government securities is likely to be an adequate 
supplement to the price system in serving the objectives of price and 
employment stability. Much of traditional central banking theory is 
predicated upon a price system in which our conditions are fulfilled. 


D. Summary 


This completes our statement of the problem of developing criteria for 
appraising the capital market. We have tried to direct attention to the dif- 
ficulties and we have tried to be frank and explicit about our proposals for 
dealing with them. We have stated what we shall assume to be broad 
social or economic objectives in the light of which the performance of the 
market is to be judged. We have set forth the principal indicators that we 
shall study in reviewing the development of the market in the post-war 
period. Our attention will be concentrated on but not restricted to the 
conditions which contribute to the effective operation of the price system 
in the capital market of the economy. We shall be looking to see whether 
the conditions have been met and if not, whether adequate improvements in 
the conditions or supplementary arrangements for the regulation of the 
flows in the market have been introduced. In summary we approach our 
task with the view that the need for props and alternatives to the price system 
in the capital market will, in the light of the objectives we have stated, 
be least if in the capital market there is continuous and active trading in 
all or most assets, if suppliers and demanders of funds are responsive 
to price changes, if prices of financial assets are free to move, and if the 
non-price barriers to the supplying of funds and the obtaining of funds 
are low. 
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PART Il 


INCOME EXPENDITURE AND FINANCE IN CANADA 
IN THE POST-WAR PERIOD 


THE NATIONAL TRANSACTIONS ACCOUNTS 


A. Introduction 


National Transactions Accounts for Canada are presented in this study 
for the first time. The accounts display, in a systematic way, the annual 
value of the transactions in real goods and services and in financial assets 
that are made by each of various groups of transactors in the economy. 
These accounts provide much, though not all, of the basic data needed to 
study the financing of economic activity and we shall make extensive use 
of them throughout the rest of our discussion of this subject. In this chapter 
we shall give a very brief description of the structure of the accounts, 
preparatory to analyzing their contents in subsequent chapters. The 
technically inclined reader may find in Part VI of this study a detailed 
discussion of the accounts and the sources of and methods of deriving the 
estimates they contain.* 


The National Transactions (N.T.) Accounts for Canada have been 
designed as a logical supplement to the official national accounts published 
from time to time by the Bureau of Statistics in the series National Accounts: 
income and Expenditure. In this they differ from some other systems of 
accounts in the same family that have recently been developed. In particular, 
they differ in this respect from the accounts presented by Morris A. Copeland 
in A Study of Money Flows in the United States (New York, 1952) and by 
the Federal Reserve Board in Flow of Funds in the United States 1939-1953 
(Washington, 1955). In the Canadian accounts, all the transactions that 
are included in the national accounts are included in the N.T. Accounts. 
Thus imputed transactions and accrued income and expenditure are 
deliberately treated in the same way in the N.T. Accounts as in the national 
accounts. A particular consequence of this uniformity of treatment is 
that gross saving by consumers, business and the rest of the world, and the 
current surplus of governments are identical in the two sets of accounts. 


1 An authoritative and concise statement of the theory and history of the accounts may be found 
in L. M. Read, “The Development of National Transactions Accounts: Canada’s Version of a 
Substitute for Money Flows Accounts’, Canadian Journal of Economics and Political Science, 
Vol. 23, 1957, pp. 42-56. 
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The N.T. Accounts owe much to other statistical series in common use 
in Canada. Among these is the balance of payments which was the first 
“national account” in Canada to include transactions in goods and services 
and in financial items in the same account. Our balance of payments statistics 
have been developed to their present excellent state over many years and 
they appear in somewhat rearranged form in the N.T. Accounts as the 
so-called “Rest of the World” account. The direct estimates of personal sav- 
ing in Canada, which have been published in the Bank of Canada, Statistical 
Summary® purport to show transactions in all kinds of assets for the consu- 
mer sector. The concepts underlying these estimates and the figures them- 
selves have been helpful in developing the account for the consumer sector 
presented here. In addition to the national accounts, the balance of pay- 
ments, and the direct estimates of personal saving, a great variety of statis- 
tical information has been drawn upon. This includes the accounts of federal, 
provincial and municipal governments and crown corporations, the infor- 
mation contained in the annual Taxation Statistics,’ the annual reports of 
the federal superintendent of insurance and of the federal and provincial 
authorities regulating trust and loan companies, and the accounts of the 
banks, The Bank of Canada, and other financial institutions in the capital 
market. Indeed it is the integration and systematization of this great mass of 
statistical information that is one of the principal merits of the National 
Transactions Accounts. 


B. The Structure of the Accounts 


The National Transactions Accounts provide a two-way classification 
of transactions. Each transaction involves an exchange of two different 
items. The first basis of classification, is the character of the item 
offered or taken in exchange and accordingly items exchanged have 
been classified into categories. Each transaction involves two trans- 
actors. The second basis of classification is the character of the transactor 
and accordingly transactors have been classified into sectors. Transactions 
are thus classified according to the categories of the items exchanged and 
according to the sectors of the transactors. 


The classification of transactions by items exchanged, distinguishes (a) 
current transactions, (b) investment transactions, (c) financial trans- 
actions and (d) other transactions and errors. The list of categories of 
transactions is shown in Table 3.1. The headings of the categories are self- 
explanatory for the most part. “Labour service” refers to the value of labour 
service given and taken in exchange. “Capital service” refers to the value 
of the services of capital, real or financial, given and taken in exchange 
and is measured by interest dividends and net rents. “Proprietors’ service” 
is measured by the net income of unincorporated enterprise. “Transfers” 


2 Bank of Canada, Statistical Summary, July 1955. See also D. J. R. Humphreys “Personal Savings 
in Canada: Direct Estimates, 1939-1953” in American Statistical Association, Proceedings of 
the Business and Economic Statistics Section, Papers Presented at 114th Annual Meeting, 
September 1954 (Washington, 1955). 


3 Published by the Department of National Revenue. 
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refer to transactions in which there is no quid pro quo apart from some 
intangible such as good will. Transfers include gifts, taxes and social 
insurance payments. In the category “claims on associated enterprises” 
is included changes in claims of parent companies on their subsidiaries, in 
claims of governments on government enterprises and in claims of consumers 
on unincorporated enterprise. The claims of consumers on unincorporated 
enterprise represent the net increase in proprietors’ equity in unin- 
corporated businesses; this net increase is treated as an increase in the 
liabilities of the enterprises and of the assets of the owners, just as if the 
increase in equity were evidenced by an increase in shares outstanding. 
The category “other transactions and errors” includes transactions in 
goods (apart from inventories as defined in the national accounts) that 
are not currently’ produced, changes in receivables and payables, changes 
in certain special deposit and trust accounts and some miscellaneous un- 
classified transactions as well as a balancing item for most sectors. We shall 
comment further on this category below. 


The classification of transactions by transactors distinguishes eleven 
main sectors, though information has been prepared on a considerable 
number of subsectors, especially within the banking and “other financial 
institutions” groups. The list of sectors is given in Table 3.2. The most 
difficult problems of classification arise with respect to the separation 
of consumers and unincorporated business. The criterion of classification 
of transactors is institutional —- we have sought to group transactors as 
decision-makers by the institutions within which their decisions are taken — 
and for the most part separate accounting records for these institutional 
groupings are available or may be constructed. But it is a fact that the 
accounts of many households are inseparable from the accounts of the 
unincorporated business enterprises in which members of the household 
are proprietors. The accounts are not distinguished in practice in many 
instances, and it is arbitrary in the extreme to force a separation. To be 
quite precise a proprietor may not keep separate bank accounts for his 
business and for his personal affairs, he may not distinguish business 
income from personal income. This sectoral indeterminacy* is a problem 
for the statistician and the analyst that must be handled by accounting 
conventions. Those that have been adopted in the N.T. Accounts are 
consistent with those adopted in the official national accounts. Thus, the 
net income of unincorporated business is considered to be paid in full to 
the proprietors as consumers so that net business saving for such business 
is deemed to be zero. Similarly, as we remarked earlier, the increased 
equity of proprietors in unincorporated business is accounted in the 
category “claims on associated enterprises” as though it were evidenced by 
an increase in capital stock outstanding. In like manner, increments in 
financial assets and liabilities are attributed to the proprietor as consumer 
if it is not clear that the changes are of a business character. Finally in this 


4 As Read has called it, see “The Development of National Transactions Accounts”, op. 
cit., p. 49. 
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connection — and this point must be emphasized to avoid confusion — per- 
sons who occupy their own houses are assumed to rent as proprietors of 
unincorporated business to themselves as consumers. 
Table 3.1 
CATEGORIES OF TRANSACTIONS 
A 
Labour service 
Capital service 
Proprietors’ service 
Transfers including taxes 
Goods and services, n.e.i. (net) 


B 


Change in inventories 
Gross fixed capital formation 


eo 


Currency and deposits 
Gold 
Currency and bank deposits 
Other institutional deposits 
Charge accounts and instalment credit 
Consumer charge accounts 
Instalment credit 
Loans 
Bank loans 
Other loans 
Claims on associated enterprises 


Non-corporate 
Corporate 
Government 


Mortgages 
Bonds 


Government of Canada bonds 
Provincial bonds 

Municipal bonds 

Other bonds 


Stocks 
Insurance and pensions 
Foreign inheritances and migrants’ funds 


D 


Other transactions and errors 


VI 


VII 


XI 
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Table 3.2 


SECTORS — GROUPS OF TRANSACTORS 


Sectors 


Consumers 
Unincorporated business 


Non-financial corporations 


Government enterprises 


Banking 


Life insurance 


ee 


Other financial institutions 


Federal government 
Provincial governments 
Municipal governments 


Rest of the world 


Sub-sectors 


Federal enterprises 
Provincial and municipal enterprises 
Operation of government buildings 


Bank of Canada 
Exchange Fund 
Chartered banks 


Canadian federal companies 
Provincial companies 
British and foreign companies 


Quebec savings banks 

Credit unions 

Government savings institutions 

Trust companies 

Mortgage loan companies 

C.M.H.C. and V.L.A. housing 

Other government lending institutions 

Instalment finance companies 

Small loan companies and licensed 
money lenders 

Investment companies 

Fire and casualty companies 

Fraternal benefit societies 

Government insurance institutions 


A double-entry account is established for each group of transactors 
(sector or sub-sector). In general, purchases of goods or services are 
recorded as debits for the sector making the purchase; sales of goods or 
services are recorded as credits for the sector making the sale. With 
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respect to financial transactions, the accounting rules can best be expressed 
with reference to assets and liabilities. If a sector increases its holdings of 
what is for it a financial asset, this increase is recorded as a positive debit 
for that sector. Conversely, if a sector decreases its holdings of what is 
for it a financial asset, this decrease is recorded as a negative debit for 
that sector. For any financial category and any sector, only net debits 
(positive debits less negative debits) are shown. Similarly, if a sector changes 
its liabilities in any financial category, an increase is recorded as a positive 
credit and a decrease as a negative credit. For any financial category and 
any sector only net credits are shown. While negative debits have been 
netted against positive debits, and negative credits against positive credits, 
there are only a few cases in which because of the scarcity of data it 
was necessary to show debits less credits in any category for a particular 


sector. 


In the usual case a transaction involves two transactors and two cate- 
gories of items exchanged. Accordingly the accounting for a transaction 
normally involves four entries in the accounts. For example, consider the 
case in which consumers buy $100 worth of goods from business, 
paying for them with a cheque drawn on their bank deposits. In the cate- 
gory goods we debit consumers and credit business each with $100, 
and in the category bank deposits we enter minus 100 in the debit column 
of consumers and plus 100 in the debit column of business. Or again, 
consider the payment of taxes by consumers to the government with a cheque 
drawn on consumers’ bank accounts. The category taxes is debited for 
consumers and credited for government, and in the category bank deposits 
we enter a minus debit for consumers and a plus debit for government. 
This quadruple entry for each transaction ensures that in principle (that 
is apart from errors of estimation) we shall obtain balancing accounts for 
each sector and equal totals of debits and credits, all sectors considered, 
for each category.® 


The transactions that are classified in these accounts include, in principle . 
all those that involve exchanges between separate economic units of items 
that have economic value. We have remarked earlier that the accounts are 
not restricted to transactions that involve money or credit; thus actual or 
imputed barter transactions that are included in the national accounts are 
included in the N.T. Accounts and on the same basis. Similarly accrued 
income and expenditure are included in the N.T. Accounts as in the nationa! 
accounts. But what of intra-sectoral transactions, have they been eliminated? 
More technically, are the sector accounts on a combined or consolidated 
basis? The answer is that where data have permitted we have shown 
intra-sector transactions. It was our object to show accounts on a combined 


5 There is one important qualification that must be offered. New real capital goods are recorded as 
a current sale in the category ‘‘goods and services, n.e.i.’”’ and as purchases of investment goods 
in categories “additions to inventories” and ‘‘new fixed capital”. The totals of debits and credits, 
will not be equal for any one of these three categories considered separately, but they will be 
equal for all three categories taken together. 
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basis, but not to show purely bookkeeping transactions in the accounts of a 
single transactor (such as charges to reserves by a single firm). Thus, 
for example, payments by consumers for the direct purchase of labour 
services are shown, but lacking data we have been unable to record loans 
or gifts by one consumer to another. Similarly, we have recorded the sale 
of capital goods by one business to another, but we have not shown 
transactions in intermediate goods. Transactions between banks are recorded, 
but not transactions between non-residents. The rest of the world account 
is however on a consolidated basis and deliberately so. 


This completes our sketch of the essential features of the accounts. 
The accounts record, so far as existing data permit, estimates of the values 
of items exchanged among separate economic units. Each recorded transac- 
tion contributes four entries in the accounts, two for each of the two 
items involved in the exchange. With respect to goods and services, pur- 
chases are recorded as debits for the buyer and sales as credits for the 
seller, while changes in financial assets are recorded in the debit column 
and changes in financial liabilities are recorded in the credit column of 
the sectors involved. Balancing category accounts and balancing sector 
accounts result from this two-way classification of national transactions. 


The form in which the accounts are presented in this book requires 
further comment. In fact the accounts are presented in two forms; the 
one, as full as the data by categories will allow, is used in Part VI; the 
other, an abbreviated form, is used in Chapter 4. We shall explain the 
full form first and then the abbreviated form. 


The reader will recall that in Table 3.1, above, we showed the categories 
of transactions as divided into four groups. This grouping corresponds to 
the division of each sector’s account into subsidiary accounts. In the 
first subsidiary account, called the current transactions account, receipts 
from sales of currently produced goods and services are recorded as well as 
expenditures, apart from investment expenditures, on such goods and 
services. Transfer receipts and payments are also recorded here. The 
balance of these transactions comprises the gross saving of the sector as 
this concept is defined in the national accounts.° Gross saving is of 
course net in the sense that it is the algebraic sum of the gross saving of 
all transactors in the sector; gross saving for some transactors may be 
negative. We do not show current transactions accounts for every sector; 
as a matter of expediency all the business sectors (Sectors HI-VII in Table 
3.2) have been combined. 


In the second subsidiary account, the investment transactions account, 
which is shown for each sector, gross saving is shown as a credit, and 
set off against this as debits, are the investment expenditures on inventories 
or new fixed capital made by the sector. The balance, saving less invest- 


6 The residual error of the national accounts is included in the saving of the business sector 
and in particular, in Sector III, non-financial corporations. 
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ment, is entered as a debit, thus formally closing the account. The balance 
of saving less investment, if positive, shows the net amount that each 
sector had available in any year for the purchase of existing real assets or 
financial assets from other sectors, and, if negative, shows the net amount 
that each sector had to raise in any year through the sale of existing real 
assets or financial obligations to other sectors. 


In the third subsidiary account for each sector, the financial transactions 
account, the balance of saving less investment is entered as a credit. Net 
increases in financial assets and net increases in financial liabilities are 
also recorded, and non-balancing totals of debits and credits struck. 
The balancing item is shown in the fourth group of transactions which 
includes miscellaneous transactions, transactions in categories for which 
information is incomplete and a residual. Information on general receivables 
and payables and on transfers of existing goods is so meagre for some 
sectors that we felt obliged to show it as part of the balancing item rather 
than in separate category statements. 


The abbreviated form of the accounts used in the next chapter comoines 
accounts for some of the sectors and some of the categories. In particular, 
only the following sectors or groups of sectors are distinguished: consumers, 
non-financial business, financial business, government, and the rest of the 
world. The categories are arranged into two groups of transactions: those 
that are, and those that are not recorded in the national accounts. Trans- 
actions by each sector are presented in two separate subsidiary accounts. The 
first combines the current and investment transactions accounts; the second 
includes financial transactions, other transactions and errors. 


C. Some Features of the Estimates 


When planning this survey of the financing of economic activity, the 
writer set in motion machinery for integrating existing financial information 
and relating it to other available information on current receipts and 
expenditures. The objective set was to carry this integration of existing 
information as far as possible within the time available. We have had 
neither time nor licence to develop much in the way of new sources of 
information. It should not be surprising that we have found gaps in our 
information, or that the systematic presentation of financial statistics 
emphasizes gaps that were known to exist. This spotlighting of the gaps 
we consider to be a contribution rather than an evidence of failure. We 
think we are under no illusions as to the preliminary and incomplete 
character of our estimates and we should like to stress these features 
again and again. We have taken pains to prepare a detailed statement 
of our sources and methods and the interested reader may consult this 
for a definitive indication of the quality of particular series or estimates. 
Perhaps we may review here rather briefly the weakest spots in our 
information. 
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Information on transactions involving goods not currently produced 
(apart from “inventories”) and general receivables and payables is 
particularly meagre as we have mentioned. We have also had difficulty in 
estimating transactions by particular sectors in some categories. For 
example, we have not been able to show separately changes in holdings 
by the consumer sector of stocks, or of provincial bonds, or of municipal 
bonds. If we had independent estimates of debits and credits in any 
category, for all sectors, then unless our estimates were perfect or unless, 
by accident, our errors were offsetting, we should have a residual to 
report for that category. The fact that we have not reported category 
residuals is to be taken as indication that we have not been able to make 
independent estimates of the various debits and credits in each category. 
Indeed, in all or practically all of the categories, there appear residual 
estimates and consequently the category accounts have been balanced. 
The absence of residuals in statistical work of this kind is an indication 
not of the excellence of estimates but of the paucity of data. If in the future 
our statistical sources improve and we obtain a larger number of independent 
estimates, then we shall be able to report residual errors in the category 
accounts. We may look forward to the day when we can carry an additional 
account showing residual debits or credits for each category; let us hope 
the numbers will be small ! 


The sectors for which our information is least satisfactory are the 
“consumers” and “unincorporated business” sectors. The information 
on “non-financial corporations” is very little better. These are profoundly 
important sectors of the economy and it is a pity that our data for these 
sectors are so weak. A substantial part of our direct information on these 
sectors comes from statistics relating to taxation. While these are helpful 
they present some quite intractable problems into which we must not enter 
in this chapter. We very much need to develop new sources of information 
for these sectors. Undoubtedly direct surveys are required. It is likely that 
surveys of the Bureau of Statistics such as that of the finances of non-farm 
households conducted in 1956 will be helpful. The development of such 
new information is a task for future workers in this field; it is for us 
to stress that the data for consumers, unincorporated business and non- 
financial corporations are especially weak. Indeed, the estimates of debits 
or credits in some categories have been obtained residually for the three 
sectors combined and then split among the sectors on the basis of such 
fragmentary information as we could obtain. For details the reader is referred 
to Part VI below. We have had difficulties in making estimates for other 
sectors as well. Especial mention should be made here of municipal govern- 
ments and municipal government enterprises, and some of the financial 
institutions (treated as sub-sectors within “other finance”). Data for 
provincial governments and provincial government enterprises leave much 
to be desired. This selection of sectors for special mention should not 
imply that no difficulties were encountered with respect to other sectors 
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or that the data we have for them are the best that can be hoped for. The 
sectors to which we have drawn attention are the ones for which we had 
the greatest difficulty in making estimates and for which we feel the 
estimates are weakest. We repeat our conclusion that the most serious 
gaps are in our knowledge of the transactions of non-financial corporations, 
consumers, unincorporated business, municipalities and municipal enter- 
prises. 


With one exception we show residuals for each sector; these residuals 
reflect errors and omissions throughout the accounts and not merely in 
categories of financial transactions or the transactions of a particular sector. 
The estimate of the credit item “claims on associated enterprises” in the 
unincorporated business sector is itself a residual estimate, so that no other 
residual for this sector is shown. 


The National Transactions Accounts present figures on flows of cur- 
rently produced goods and services, existing real assets and financial assets. 
For many purposes of analysis it is desirable to relate these flows to the 
amounts or stocks of real and financial assets outstanding. Estimates of the 
stock of industrial and social capital were undertaken for the Commission 
in connection with other aspects of its work and are reported elsewhere.’ 
We should have liked to present balance sheets for the sectors and tables 
of the amounts outstanding of classes of financial assets together with 
distributions by sectors of the liabilities for and ownership of such assets. 
However, lack of time prevented us from preparing even such material of 
this kind as the data would allow. 


Many will wish that our data on flows were reported in the National 
Transactions Accounts in much greater detail. In particular it would be 
desirable to show within each category of the financial accounts the amounts 
lent by each sector to every other sector and the amounts 
borrowed by each sector from every other sector. It is for the most part 
at present impossible to present data on net flows on this detailed to-whom- 
from-whom basis. However, in some isolated instances it is possible, and 
this material is presented either in the main tables or in supplementary 
tables. For example, in the case of non-transferable assets which are the 
liability of a single sector, such as loans made by chartered banks, the 
data emerge naturally in this to-whom-from-whom form. Within the non- 
financial transactions accounts, the data on labour service, proprietor 
service, taxes and transfers are or can be readily put in a to-whom-from- 
whom form, but data on capital service and “goods and services, n.e.i. 
(net)” cannot be so analyzed.® 


While the National Transactions Accounts that have been prepared 
for this study contain estimates that are not as reliable or as detailed as 


7 See especially Wm. C. Hood and Anthony Scott, Output, Labour and Capital in the Canadia 
Economy, Queen’s Printer, Ottawa, 1957. j P Ont 
It may be remarked in passing that input-output accounts are very elaborate to-whom-from-whom 
accounts of the flows of currently-produced goods and services. 
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we should like and while they are not supplemented by data on outstanding 
stocks of goods and financial assets as fully as we should prefer, we never- 
theless have found them most helpful in preparing this study of the financing 
of economic activity in Canada. They enable us to see which sectors of the 
economy have consistently been net suppliers of funds to other sectors 
and which have consistently been net demanders of funds from other 
sectors; they enable us to examine the instruments through which sectors 
have supplied funds to other sectors or acquired them from other sectors. 
They enable us to study how each sector has financed its acquisitions of 
goods and services, and they permit us to relate changes in the portfolios 
of financial institutions to economic developments generally. They enable 
us to study changes in the distribution of financial assets or liabilities within 
the context of changes in general levels and patterns of economic activity. 
But let us not extend this list; presumably the use actually made of the 
accounts in the following chapters will be a more helpful advertisement. 


In concluding it may be remarked that our use of the accounts is 
largely a retrospective use. We shall use them in describing and analyzing 
events that have transpired. It may appeal to others that information 
arranged in this systematic way would be helpful in forming judgments 
as to prospective developments six months or a year or two hence. We 
regret that our series does not extend beyond 1954. With additional effort 
and organization, accounts could be produced with much less lag than 
this. To prepare quarterly accounts and to prepare them quickly would 
require major research and organizational effort, though we quite seriously 
believe such accounts for Canada to be practicable. Undoubtedly they 
would be of more assistance in assessing current economic developments 
than the annual accounts prepared with some lag to assist in this study 
in gaining the perspective of recent history on the working of the capital 
market. 
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THE FINANCING OF ECONOMIC ACTIVITY IN THE 
POST WAR PERIOD — AN OVER-ALL VIEW* 


A. Introduction 


In chapter 2 we described the capital market and the regulators of 
the flows of funds through it and we set forth the principles on which in this 
study we shall seek to appraise the performance of the capital market 
in the post-war period. In the last chapter we described the way in which 
we have organized a substantial part of the relevant statistical material 
for the purposes of this study. In this chapter we begin the substantive 
review of post-war experience. 


We propose to devote this chapter to a review of the period as a 
whole as a background against which to develop in subsequent chapters 
a more detailed discussion of individual sectors of the economy, financial 
and non-financial. Our review will be of the aggregate indicators of economic 
activity and its financing. We shall concentrate on the objectives of 
maintaining high employment, promoting growth, promoting the acquisi- 
tion of social capital, and controlling inflation. Official regulators will be 
considered in the light of these objectives. The movements of average or 
representative prices of goods and yields of securities will be taken as 
indicators of the success of the policy of controlling inflation. While we 
shall explain that the restrictions on the price system imposed during 
the war were progressively relaxed in the post-war years, our attention 
in this chapter will not be focused on the working of the price system 
as such. The working of the price system in the capital market will be a 
major theme in the remaining chapters. In the main we use the “macros- 
cope” in this chapter, and make more use of the “microscope” in sub- 
sequent chapters. 


Changes in economic affairs do not conveniently set in always on New 
Year’s Day. However, many of our economic records are of developments 
over the calendar year. This has confronted us with a dilemma in organizing 
our exposition. We have divided the post-war years into four periods: 


* Charts referred to in this chapter appear on pp. 124-126. 
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1946 through 1948, 1949 through 1951, 1952 through 1954 and 1955 
through 1956, and have tried to date major changes in the tempo of 
economic activity within these periods by reference to data available more 
frequently than once a year. This is not entirely satisfactory but it seems 
the only possible type of compromise than can be made with data of the 
kind available to us. 


B. The Sequence of Events 
1. The legacy of the war 


When Canada entered the post-war period she bore the legacy 
of her most costly war, a war which had necessitated the mobilization 
of her economy no less than her manpower. This legacy is to be found in 
disrupted patterns of production and trade, pent-up demands, the need 
to re-allocate men and resources, the effects of war on the financial assets 
and liabilities of various sectors of the economy, and the state of the 
regulators of economic activity. 


From 1939 to 1945, federal government expenditures on goods and 
services increased from under one-twentieth to over one-quarter of gross 
national expenditure. Receipts from taxes were enormous by pre-war 
standards, a total of some $11,000 million having been collected during 
the 1939-45 period through direct taxes on income and indirect taxes. 
Nevertheless, over the war years the cumulative deficit of the government 
as reckoned in the national accounts amounted to some $8,400 million. 
This is the net demand that the government was forced to make on other 
sectors of the economy. Largely because of its increase in loans to agencies 
and foreign governments however, its gross demands were greater; in fact 
its direct and guaranteed debt was increased by approximately $13,150 
million. If we compare the distribution of the government debt by holders 
at the end of 1938 with its distribution at the end of 1945 we see that the 
whole of the increase was absorbed within Canada. The details are shown 
in Table 4.1. 


The consequence of this enormous volume of spending by the federal 
government and its demands on the public for financing was that at the 
end of the war Canadians had control of very large liquid balances with 
which they could seek to make effective their pent-up demands for goods, 
consumer goods, industrial capital and social capital. This pent-up demand, 
backed by large balances of liquid assets was one of the most important 
legacies of the war. 


Matching the government’s wartime demand for goods and services 
was, of course, a very drastic re-allocation of the economy’s resources. 
At the end of the war, industry which had been directed to war production 
had now to be redirected to satisfying pent-up civilian demands. About 
a million and a half men and women who had been in the fighting services 
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Table 4.1 
THE DISTRIBUTION OF THE INCREASE IN FEDERAL GOVERNMENT DEBT 


(Direct and Guaranteed) 


1939-45 


(millions of dollars) 


The Bank of Canada and chartered banks ...... 4,400 
Government of. Canada accounts . .....i6. «<2 cee: 660 
Pianeta anstlons . . S4- sas os cs oecct nce. 1,680 
SETI LS cia AS 4 eo aa i en ar 5,160 
INSTA POS '0 S177 SS a —270 
Wien idensa us as. aS. duc. Vaan. Joes 1,520 

POtavINChease.cic sheets Sou. eer Seyohoias) slate. seme 13,150 


Figures have been rounded to show even tens of millions. 


Source: Bank of Canada, Statistical Summary: Financial Supplement, 1954, p. 58. 


or in war production had to find their places in the peacetime economy. 
While it might be expected that the prospective demand for civilian goods 
would make the problem of reconversion easier, there was no general 
tendency to be sanguine over the country’s economic prospects. The out- 
look for foreign trade was inevitably clouded by the disruption of normal 
trading patterns and by the impoverishment of European customers who 
had been important buyers of our produce in pre-war days. 


At the end of the war we were left with a battery of government regula- 
tions many of which had been introduced to goad the economy to the 
war effort but which had in the last two years been modified to guide 
it into the period .of reconstruction. In addition, new measures were 
introduced late in the war period in anticipation of conditions expected 
to emerge in the post-war period. Let us now review briefly the legacy 
of government regulations introduced during the war. 


Canada began the post-war years with a legacy of very high taxes, but 
by the end of the war modifications in taxes on personal incomes and 
corporation incomes and in sales taxes had been introduced. Taxes on 
personal incomes were at their highest in 1943. In 1944 the total tax 
liability of a taxpayer was reduced by one-half of the refundable portion;' 
in 1945 the tax liability was reduced by the entire amount of the refundable 
portion and further by 4 percent of the remaining liability. An indica- 
tion of the levels of taxation at their peak and in 1945 is given in Table 4.2. 


1 A part of the personal income tax liability was termed the savings portion. For single persons 
it amounted to the least of half of the total tax liability or 8 percent of taxable income plus 1 
percent for each dependent or $800 plus $100 for each dependent; while for married persons it 
amounted to the least of half of the total tax, or 10 percent of gross taxable income plus 1 
percent for each dependent or $1,000 plus $100 for each dependent. Taxpayers were allowed to 
reduce the savings portion of the tax by certain types of voluntary savings. The savings 
portion of the tax, less voluntary savings was termed a refundable tax to be returned not 
later than two years after the end of the war with interest at 2 percent per annum. 
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Table 4.2 
PERSONAL INCOME TAXES AS A PERCENTAGE OF INCOME 


IIE 
Income 


$1,500 $3,000 $5,000 $10,000 


Single, no dependents 
1943 


ENA ee ete oaton CC Tatetoaras wv 35.5 42.6 Sisk 

TOADS ie aaie ness oceans wiesueie stele eaters 15.8 25.4 3315 41.4 
Married, two children 

1943 AUR Nees POS, teat ee ol oieee Bo D8: 33.2 45.5 

iS) Evie Ae Or OI eh ceticae AO, OURO 15 10.6 20.4 32.2 


The highest rates of taxes on corporation incomes, imposed in the 
middle of 1942 were still in effect at the end of 1945. The combined effect 
of the tax on profits and the excess profits tax in this period was to impose 
a 40 percent tax on all profits and a 60 percent tax on profits in excess 
of 116.67 percent of average profits earned during the base period 1936- 
39 inclusive. However, one-third of the 60 percent tax was refundable 
after the war. Although the rates of corporation taxes were not changed 
until the first of January 1946, there were changes in the tax regulations 
that were of very considerable importance. The chief of these was the 
provision made in November, 1944 for special depreciation allowances 
on new plant and equipment acquired during the period November 10, 
1944 and March 31, 1949. Under these allowances, the business tax- 
payer was permitted to charge depreciation at a rate within a range varying 
between double and one-half of ordinary rates, up to 80 percent of the 
cost of the new fixed assets, and was required to charge ordinary rates on 
the balance of the cost. The effect was to permit those firms acquiring 
new capital goods to reduce the period within which new fixed assets 
could be written off for tax purposes, by 40 percent.2 In January, 1948 
the following summary was published in an official report: 


“Special depreciation has been approved for investment expenditures 
of $1.4 billion which reporting companies expect to spend between 
November 10, 1944, and March 31, 1949. This outlay involves 
8,054 different projects planned by 4,212 companies. It entails the 
conversion, modernization and expansion of 3,668 existing plants 
and the establishment of 1,174 new plants. Broadly about two-fifths of 
all business investment and some four-fifths of total manufacturing 
investment undertaken in the transition period has been or is making 
use of special depreciation provisions.’ 


2 For example, if the ordinary depreciation rate were 5 percent then, under the straight-line 
methods then in use an asset would be wholly depreciated for tax purposes in 20 years if no 
advantage were taken of the provisions for accelerated depreciation. But if advantage were taken 
the asset could be written off in 12 years, (8 years at 10 percent and 4 years at 5 percent). 


3 Department of Reconstruction and Supply, Encouragement to Industrial Expansion in Canada, 


eco of Special Depreciation Provisions, November 10, 1944- March 31, 1949, Ottawa, 
» Pp. 7. 
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We may note in passing that sales taxes, which also had been raised 


during the war, were reduced or removed on some commodities during 
1945. 


Control of prices under the Wartime Prices and Trade Board was also 
still in effect in Canada at the end of 1945.4 In support of price controls 
there was a network of controls over supplies and uses of materials and 
distribution of goods. Some of these controls were adminstered by the 
Department of Munitions and Supply (later Reconstruction and Supply). 
The programme of decontrol was begun as early as 1944. when restrictions 
on the commencement of business enterprises were relaxed. In 1944 and 
1945 restrictions on the kinds of goods that might be manufactured were 
relaxed very substantially. During 1945 the Prices Board showed greater 
flexibility in dealing with applications for price adjustments. However, the 
first major moves in dismantling the system of price controls, rationing, 
subsidies, production controls and regulations affecting exports and imports 
were not made until 1946. 


We must also recall that during the war a system of control over 
foreign exchange was established and remained very largely in effect at 
the beginning of 1946.5 Some beginnings in the relaxation of control had 
been made as early as May 1944 when restrictions on the availability of 
United States dollars to Canadian travellers were relaxed. Later United States 
dollars were made more freely available for the extension of Canadian busi- 
ness abroad, and substantial elimination of controls of imports especially 
from the United States was effected. However, at the end of 1945 the main 
corpus of controls remained in effect, and the exchange rate vis-a-vis the 
United States dollar was pegged at 110.25 Canadian cents for one United 
States dollar. During the war our official holdings of gold and United 
States dollars rose substantially from $393 million at mid-September, 1939 
to just over $1,500 million at the end of 1945. However, owing to the 
offsetting effects of the liquidation by Canadians of holdings of United States 
securities, borrowing by Canadians in the United States and the accumu- 
lation of undistributed profits of United States companies in Canada, there 
was very little change over the war period in our balance of indebtedness 
to the United States. 


In concluding this review of the legacy of wartime regulations and 
measures we must mention several measures introduced in that most 
fruitful session of the Canadian Parliament in 1944. Most of these measures 
will be discussed in more detail in later chapters. Among the acts passed 


4 On the wartime control of prices in Canada, the reader is invited to consult the annual reports 
of the Wartime Prices and Trade Board and K. W. Taylor, ‘‘Canadian Wartime Price Controls’, 
Canadian Journal of Economics and Political Science, Vol. 13, 1947, pp. 81-98. 

5 The reader may wish to consult the report of the Foreign Exchange Control Board of March 
1946, and the article by Alan O. Gibbons entitled ‘‘Foreign Exchange Control in Canada, 
1939-51”, which appeared in the Canadian Journal of Economics and Political Science, 
Vol. 19, 1953, pp. 35-54. 


6 This is the average of the official buying and selling rates which were 110 and 110.50 Canadian 
cents, respectively. 
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in 1944 were the National Housing Act, the Industrial Development Bank 
Act, the Farm Improvement Loans Act and the Export Credits Insurance 
Act. These, together with the Family Allowances Act, the Agricultural and 
Fisheries Price Support Acts, the Unemployment Insurance Act (passed in 
1940) and others, comprised the legislative programme with which the 
Canadian government prepared to meet the problems of the post-war 
period. A comprehensive statement of government policy was presented to 
Parliament in 1945 in the White Paper entitled Employment and Income 
with Special Reference to the Initial Period of Reconstruction. In it the 
government declared that “the central task of reconstruction . . . must be 
to accomplish a smooth, orderly transition from the economic conditions 
of war to those of peace and to maintain a high and stable level of employ- 
ment and income”. It recognized the dangers of immediate post-war infla- 
tion, and the contribution to its control that could be made by rapid 
absorption of war workers in civilian production. 


The price system remained in substantial eclipse during the war. We 
have referred to exchange controls and price controls. We may record 
here, for reference, the drift of prices and interest rates during the war 
period. Wholesale prices rose some 32 percent from September 1939 to 
December 1945; consumer prices (as measured by the then official cost 
of living index) rose some 19 percent in the same period. Yields on govern- 
ment bonds on the whole drifted downwards, though in the years 1941 
to 1943 there was some increase in yields on government securities of 
shorter maturities. (For further detail see Table 4.3.) It was in February 
1944 that the Bank of Canada lowered its discount rate from 21% percent 
to 11% percent, the first change it had ever made in this rate. The Governor’s 
explanation is worth quoting: 


“,.. It... seems appropriate that the Bank should, by reducing 
its sitet signify its intentions to continue the kind of monetary policy 
which has brought about the current level of interest rates. A policy 
aimed at higher interest rates would only become intelligible if, after 
war shortages are over, consumers’ expenditure and capital develop- 
ment were to proceed at a rate which would over strain our productive 
capacity. I see no prospect of such a situation arising in a form which 
could call for a policy of raising interest rates.”? 


Canadians thus entered the post-war period with a domestic price 
level that had risen less than that of most other countries during the war, 
and with the very low interest rates that characterized most western 
countries and which the monetary authorities contended should remain 
low. 


An appetite for goods whetted by privation and encouraged by high 
liquidity, structural distortions in patterns of production and trade, a 
battery of economic controls, relatively low prices and exceedingly low 
7 Bank of Canada, Annual Report, 1944, p. 5. 
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interest rates and an official view reflecting apprehension that a burst of 
inflation might be followed by continuing unemployment — this was the 
economic legacy of the war. 


Table 4.3 
PRICES AND INTEREST RATES IN CANADA 


September 1939-December 1945 


Theoretical Government of Canada 
bond yields as of 15th of the month 
Wholesale Cost of 15 year 5 year 2 year 
prices living bond bond bond 
September 1939 78.4 100.8 Seo 2.67 205 
December 1939 81.7 103.8 3.50 2.40 af 
June 1940 81.7 104.9 3.34 2.27 159 
December 1940 84.2 108.0 Sel DEAD? il soyel 
June 194] 90.1 110.5 ey als) DPB} 1.40 
December 1941 93.5 115.8 3.06 ANG 1.46 
June 1942 95.8 116.7 3.05 DAIS 1.49 
December 1942 97.0 118.8 3.06 2, DD 1.48 
June 1943 99.6 118.5 3.00 DID) 1.50 
December 1943 102.5 119.3 3.00 DOA ESS) 
June 1944 102.5 119.0 2.99 2.14 1.45 
December 1944 102.5 118.5 2.99 2.08 1.44 
June 1945 104.0 119.6 2.95 1.92 1.38 
December 1945 103.9 120.1 2.83 jetty 1.38 
Base years 1926 =100 1935-9 =100 
Sources: D.B.S. D.B.S. Bank of Canada 


2. 1946-48: Growth with rising prices 


In 1946 to 1948 many of the economic adjustments entailed by 
the ending of the war were effected more quickly and smoothly than had 
been thought possible. In spite of the fears of unemployment with which 
many in the government and in the country had anticipated the transition 
period, or especially the latter part of it, very little unemployment emerged. 
The great problem for policy makers was that of containing inflation. 
Progress was made in relaxing many of the wartime economic controls but 
an unwillingness to allow freer movement of prices in the bond markets 
and exchange markets added to the need for fiscal controls and many 
direct controls over supplies and demands. Such pressures as were not 
restrained by these measures had their vent in rising prices of goods and 
of labour services. Wholesale prices rose just over 50 percent; the urbaa 
consumer price index rose just over 30 percent. 


Economic activity as measured by real output supplied and consumed 
ran at high levels which rose as the period advanced. The outstanding 
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features in the financing of this activity were the sale of Government of 
Canada securities by the public and the financing through loans extended 
by the Canadian government of purchases by war-ravaged foreign govern- 
ments, especially the United Kingdom. But the enormous conversion of 
public holdings of federal government securities into cash was scarcely 
reflected in the prices of these securities —- the monetary authorities 
allowed some downward movement in 1948 — and the pressures in the 
exchange market fed by the official loans to foreign governments, though 
they reached crisis proportions in 1947, had no reflection in the exchange 
rate, which after a substantial adjustment in mid-1946 was kept pegged 
at par with the United States dollar. 


a. Economic activity and its financing —a review of the aggregates 


In the first three post-war years real gross national expenditure 
(GNE) increased moderately; after declining slightly from 1945 to 1946 
it climbed 3.2 percent in the next two years. Among the categories of GNE, 
gross private domestic investment showed the most dramatic increase in 
constant (1949) dollars; excluding inventories, this category rose by 
94 percent from 1945 to 1948. Consumer expenditures rose by 13 percent 
in this period. Government expenditures on goods and services declined 
by 58 percent, and exports and imports declined by 17 percent and 6 
percent respectively. Within the category of fixed private investment 
expenditures, non-residential construction led, rising by 142 percent; 
expenditures on machinery and equipment were in second place with a 
rise of 106 percent while residential construction was third, showing an 
increase of 35 percent. 


The changes were not spread evenly over the period. The details are 
shown in Table 4.4. By and large the changes were most pronounced in 
1946. It may be noted that government expenditure started to grow again 
by 1948, as did exports, but imports which increased substantially in 1947 
declined sharply in 1948 under the impact of the exchange conservation 
measures referred to below. 


The changes we have referred to exclude the effects of price move- 
ments; they are changes in real expenditures or in the volume of expendi- 
tures— to use the technical jargon. From the standpoint of the financing 
of economic activity perhaps the more relevant magnitudes are the changes 
in expenditures as measured in terms of the prices paid by spenders. These 
changes in current dollar magnitudes show even more pronounced increases 
in investment expenditures. Excluding inventories, investment expenditures 
in current dollars increased by 154 percent and in particular, non- 
residential construction increased by 223 percent. Consumer expenditures 
in these terms rose by nearly 45 percent and exports and imports both 
rose, exports by some 13 percent and imports by twice that amount. The 
details are shown in Table 4.4. 
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The details of the financing of current and capital expenditures, to 
the extent that we know them, are arrayed in the accounts given in Part 
VI below. Though there is much information still lacking, these accounts 
nevertheless are sufficiently detailed as to be quite complex. To assist in 
focusing attention on the broad patterns, we have prepared abbreviated 
accounts for presentation and discussion in this chapter. They appear in 
Tables 4.5, 4.6 and 4.7 for the years 1946-48. We shall refer extensively 
to these abbreviated tables in the few paragraphs which follow on the 
financing of economic activity in the immediate post-war years. 


Perhaps the first broad pattern among the aggregates to be recognized 
is the classification of sectors according to whether their net balances of 
saving over investment are positive or negative. The balance of saving over 
investment for any sector, if positive, shows the amount of that sector’s 
current income that has been used for purchasing existing real assets or 
(broadly speaking) financial assets from other sectors. If the balance 
of saving over investment is negative for any sector then this balance shows 
the net extent to which that sector has had to sell existing real assets or 
financial assets to other sectors in order to supplement its current income in 
financing acquisitions of currently-produced goods and services. It is hardly 
necessary to remind the reader that the net balance for a sector depends 
inter alia on the definition of a sector; as we have stressed in the last 
chapter, this is particularly important to remember in interpreting the 
balance of saving over investment for the consumer sector. 


According to the definitions and conventions we have adopted, the 
consumer sector is the only one which in each of the years 1946-48 
was a net supplier of the funds arising from current income to other sectors 
of the economy. The non-financial business sector, and the rest of the 
world, consistently throughout the immediate post-war years found their 
current incomes inadequate to finance expenditures on currently-produced 
goods and services. The government sector had a net negative balance of 
saving Over investment in 1946 but a net positive balance in each of the 
other two years. The balances in the financial sector are small and, for 
our purposes, unimportant; this sector is, of course, essentially an inter- 
mediary sector, serving to transmit funds from one sector to another. 


The details of the balances of saving over investment are shown in 
Table 4.8. Here it will be seen that within the non-financial business sector, 
unincorporated business and non-financial corporations had negative 
balances in each of the three years. The balances of unincorporated business 
grew more negative as the period progressed; the balances of non-financial 
corporations, although totalling almost the same over the three years of the 
period, followed quite a different pattern, reaching a peak (in absolute 
size) in 1947. Government enterprises showed a small positive balance in 
1946, but in 1947 and 1948 became increasingly dependent upon other 
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sectors. In the government sector, the federal government after showing a 
large deficit in 1946 developed very large surpluses in 1947 and 1948. 
Provincial governments showed a substantial surplus in the first two years 
but a much smaller one in 1948. Municipal governments had a progressively 
larger deficit in each year. 


Thus in summary, in the early post-war years business, foreigners and 
municipal governments consistently showed deficits, consumers and provin- 
cial governments consistently showed surpluses. The federal government 
shifted from a deficit to a surplus position after 1946. 


Let us now review the disposition of these surpluses or deficits. We 
must bear in mind that no surplus sector failed to attract funds from other 
sectors while acting as a net supplier of other sectors and that no deficit 
sector failed to supply funds to other sectors. Consider first the consumer 


sector. 


As we have remarked, the consumer sector was a surplus sector 
throughout the period. Enjoying rising annual income, its saving or surplus 
was about $900 million in 1946, and $1 billion in 1948. The national 
accounts records show its surplus in 1947 at about $500 million, a much 
smaller amount. The domestic deposits of consumers in banks and other 
institutions were built up very substantially in the early post-war years 
though considerably more in 1946 and 1948 than in 1947, apparently. 
The net increase over the three years was about $1.7 billion. Substantial 
amounts of the order of $875 million were also saved through contributions 
to life insurance and pension programmes. There was a steadily increasing 
investment by consumers in stocks and non-federal government bonds 
and in unincorporated business (in which category, it will be remembered, 
is included the business of home owning). This investment amounted 
to $780 million over the three-year period. Consumers were important 
suppliers of mortgage money and supplied it on an increasing scale through- 
out the period. According to our records consumers supplied about 39 
percent of the $800 million over-all net increase in the supply of mortgage 
funds in the years 1946 to 1948. But consumers also made claims on other 
sectors. In the first three post-war years they reduced their holdings of 
Government of Canada bonds by a net amount of some $850 million, and 
they increased their liabilities through instalment credit, charge accounts 


_and loans by $430 million. 


Turning to non-financial business, a deficit sector, we find that very 
large demands on other sectors were exercised through the building up 
of other sectors’ equity in such business. Over the three-year period the 
total of demands made through the net build-up of liabilities in this category 
was of the order of $675 million. Of this, far and away the largest 
amount ($470 million) is represented by the increase in the equity of 
consumers in unincorporated business. Another $150 million is repre~- 
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Table 4.8 
BALANCES OF SAVING OVER INVESTMENT, 1946-48 
(millions of dollars) 

Sectors 1946 1947 1948 
TAC Onstiner series hae The kes ek 892 494 994 
II Unincorporated business............. — 282 — 457 AS 
III Non-financial corporations........... — 203 <—  7P)}| — 359 
IVe Government enterprisesi it... .2:. O. 59 — .80 — 356 
II-[V Non-financial business........ — 426 —1,258 —1,263 
NG ASSULC Th an Ae a 24 20 15 
2 ON BESTS SA ee a ee a er I 0 1 
Wile Other tittancetme ate. te ote cs ee — 4 10 — 38 
V-VII Financial business.......... 21 30 — 22 
Wi ederalecovermmentered. tc see. cet — 248 684 760 
IX Provincial governments.............. 97 107 32 
X, Municipal governments............... — 3 — 38 — 84 
WATEXEGovermnimentie. .ne.s «deen lk — 154 IBS: 708 
XI The rest of the world.................. | — 333 — 19 — 4j7 


sented by the growth in the equity of governments in government enter- 
prises. (This figure reached its largest proportions in 1948; indeed in 
1946 there was a considerable reduction in the equity of governments in 
these enterprises.) Though corporations invest in each other to a substan- 
tial degree, the net increase in demands of non-financial corporations on 
other sectors through the category “claims on associated enterprise” was 
some $130 million over the period. These demands were met almost 
entirely by the direct investment of foreigners in Canadian enterprises. 
In addition to the $675 million just discussed, non-financial business 
raised some $660 million through the sale of stocks and non-federal 
bonds. The sale of federal bonds brought another $460 million. Bank 
loans, which were particularly heavy in 1947 brought in another $600 
million over the period: Mortgages were an instrument through which 
non-financial business exercised demands on other sectors to an increas- 
ing degree. Some $800 million were secured in this way with unincor- 
porated business obtaining about four-fifths of it. Non-financial business 
also supplied funds to others through an increase in bank deposits of 
some $300 million and a net increase in instalment credits and charge 
account credits of another $160 million. Though changes in receivables 
and payables were undoubtedly important, our figures should not be 
used to support very definite statements. 


Within the government group of sectors the federal government’s 
operations were of overriding importance during the post-war years, 
so that we perhaps may concentrate our attention here on its transactions. 
The main features were as follows. In 1946 the federal government made 
net demands on other sectors. A reduction in its domestic and foreign 
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deposits of some $900 million, a reduction in its equity in government 
enterprises of $90 million and funds from other miscellaneous sources 
were not wholly offset by contributions to other sectors through govern- 
ment loans of $650 million (largely to foreign governments), the buying for 
its own portfolio or for retirement of its own or its guaranteed obligations 
to the extent of $150 million and through other channels. In 1947 it was a 
substantial contributor to other sectors, the net contribution amounting to 
$685 million. Its loans, again largely to foreign governments, amounted 
to $560 million and its buying in and retirements of bonds totalled $890 
million. The loss of official holdings of gold and United States dollars 
associated with the exchange crisis of 1947 shows up in our federal 
government accounts as a decrease in the claims of the federal govern- 
ment on the Exchange Fund in the financial sector. In 1948 the federal 
government was again a substantial contributor of funds to other sectors, 
the net total being over $760 million. Its loans were of very much 
smaller magnitude amounting only to some $65 million net, and _ its 
purchases and retirements of bonds were also a smaller quantity, $290 
million. However, the build-up of exchange reserves following the 
adoption of conservation measures in late 1947 resulted in an increase 
in the government’s claims on the Exchange Fund in the financial sector 
of some $520 million. 


The rest of the world made net demands on domestic sectors of the 
economy in each of the first three post-war years. The outstanding feature 
of the balance of payments in these years was the large flow of funds 
from Canada through the inter-governmental loans mentioned above in 
the discussion of federal government transactions. Non-residents also 
disposed of Canadian securities in each of the three years, the largest 
disposal occurring in 1947 when the amount was some $280 million 
including nearly $50 million worth of Government of Canada bonds. 
In 1948 the federal government floated a $100 million issue in the United 
States. There are some other large items in the balance of payments as 
“presented here: some of these, such as part of currency and deposits and 
most of transactions in foreign securities are, however, reflections of the 
operations of the Exchange Fund and the Bank of Canada, connected 
with the large movements in exchange reserves that have been referred 
to earlier. 


The outstanding developments in the transactions of the financial 
sector in the immediate post-war years were the increases in domestic 
deposits of over $1.5 billion, the increases in bank loans of $772 
million, $476 million of which took place in 1947, and the large 
purchases of Government of Canada bonds in 1946 and 1948 more 
than offset by the sales of such securities in the amount of nearly $660 


8 The decrease in the claims of the federal government on the Exchange Fund may be regarded 
as a source of funds for the federal government and a use of funds by the Exchange Fund. 
Offsetting this use of funds by the Exchange Fund are sources from other sectors represented 
principally by decreases in its assets of gold and securities of foreign governments. 
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million in 1947. A few paragraphs below, we shall review monetary 
policy in the early post-war period, and in subsequent chapters we shall 
discuss various financial institutions in some detail. It will therefore 
suffice here to point out the larger changes in the balance sheets of the 
chartered banks and the life insurance companies. 


The Canadian dollar deposits of the chartered banks increased by 
nearly $300 million in 1946, by less than half of this amount in 1947 
and by twice it in 1948. This use of funds by other sectors of the 
economy was offset by transactions in securities and loans. In 1946 bank 
loans increased by just over $100 million with the non-financial business 
concerns claiming nearly 90 percent of this net increase. Bank holdings 
of Canadian securities also showed a net increase of some $170 million; 
securities of Canadian corporations comprised about one-half of the 
increase.® In 1947 there was an enormous increase in bank loans amount- 
ing to $475 million, of this increase $380 million were loans to the 
non-financial business sector. A tremendous reduction in holdings of 
Government of Canada securities of $650 million occurred, while the 
banks purchased provincial government bonds and corporation bonds 
in amounts respectively slightly over and slightly under $150 million. 
In 1948 the increase in bank loans of $193 million, while still large was 
much smaller than the increase of the previous year. The reduction in 
Government of Canada bond holdings of 1947 was not continued into 
1948 as in this latter year bank holdings of these prime securities 
increased by $310 million. There was a reduction in bank holdings of 
provincial government bonds in 1948 and a reduction in the rate of increase 
of holdings of corporate bonds in line with Bank of Canada suggestions 
that term loans to business be restricted. In summary, the chartered 
banks’ assets increased by $1.1 billion in the first three post-war years; 
holdings of Government of Canada bonds decreased by $300 million, 
loans increased by $770 million, and holdings of corporate bonds and 
bonds of junior Canadian governments increased by $348 million and 
$173 million respectively. 


Consumer saving through life insurance companies increased by an 
average of $210 million in the first three post-war years, being slightly 
below this average in 1946 and slightly above in 1947. The life companies 
continued to increase their holdings of government bonds in 1946 by 
some $140 million but in the next two years (and especially in 1948) 
reduced their holdings by $190 million. Over the period they increased 
their investment in Canadian corporate bonds and foreign bonds by 
$365 million. They showed a net increase of only some $30 million 
in holdings of the bonds of junior Canadian governments and _ their 
holdings of stocks of all kinds increased only by $18 million. 


Figures for corporation securities in this sentence are derived from the figures of chartered 


2 5 . 
bank assets as published in Bank of Canada, Statistical Summary: Financial Supplement, 1956. 
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We have given a summary of the financing of economic activity in 
the first three post-war years, but the summary is long and the story is 
complicated. Let us try, at the risk of some distortion, to epitomize 
the record of events reviewed in the last few pages. The post-war period 
began with a very much enlarged federal government debt, held very 
largely within the country and in substantial part by persons and business 
anxious to give expression to their long-suppressed demands for goods, 
especially durable and capital goods. In the early post-war years expres- 
sion was given to these demands; consumer expenditures rose by 50 
percent with expenditures on durables and business capital expenditures 
rising each by approximately 170 percent. The federal government and 
the Bank of Canada together absorbed $1.5 billion of the government’s 
direct and guaranteed obligations, while consumers and non-financial 
businesses, apart from government enterprises, reduced their holdings 
by $1.3 billion. Consumers were net suppliers of funds, directly and 
indirectly, through financial institutions, to other sectors, especially business. 
The financial institutions, themselves net sellers of federal bonds in the 
period as a whole, greatly increased their financial accommodation of 
business through the increase of bank loans and the purchase of bonds and 
stocks. In the very briefest terms the early post-war years brought an 
enormous shift in expenditures and in finance: the federal government’s 
demand for goods and for finance which had dominated the economic 
scene in wartime, was replaced by the demand for goods and finance 
by the rest of the domestic economy. To this however, was added the 
demand for goods and finance by the rest of the world, and even in this 
sphere, the role of the federal government in supplying finance (through 
inter-governmental loans) was predominant. Let us turn now to consider 
the regulators of the flows of funds in this period in which the roles of the 
federal government and the rest of the economy were reversed. 


b. The regulators of the flows of funds 


We turn first to monetary and debt management policy. Naturally 
the enormous volumes of transactions in the government bond market 
created thorny problems for the monetary authorities. The first Governor 
of the Bank of Canada, in reviewing post-war monetary policy has 
written, with respect to the first three years, as follows: 


““...One possible course of action would have been to adopt the 
rigorous policy of preventing any increase in the volume of bank 
deposits held by the public during the early post-war years... ..the 
rigorous policy would have required large sales of Government 
securities by the chartered banks if the need for loans was to be met. 
The rigorous policy would also have involved the Bank of Canada 
in selling Government securities so as to reduce. chartered bank cash 
reserves to the point where the chartered banks would have felt 
unable to increase their loans without liquidating security holdings... 
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In fact, a rigorous monetary policy of the type described was not 
adopted. It was felt that the degree of possible benefit to our price 
and cost structure would not be commensurate with the damage 
done in hampering reconversion and holding back capital devel- 
opment.”’10 


It was argued in some detail that chaotic conditions in the bond 
market would combine with the reductions in lending and liquidity to 
discourage essential capital investment but that in any event “this rigorous 
policy would not have insulated Canada from the effects of the upward 
sweep in world prices. .... The most which it could have done would 
have been to prevent a relatively small part of the rise in our price level 
which actually took place from 1946 to 1948”.11 


In fact the Bank of Canada joined with the Department of Finance 
to give massive support to the government bond market in the first two 
post-war years and especially in 1947. It is not necessary to spell out 
the nature of this support!? in detail here; we have already observed it 
in broad outline, in the review of financial transactions by sectors. The 
government, aided by a drawing down of deposits in 1946 and by a surplus 
and a very substantial flow of funds resulting from the sale of foreign 
exchange reserves in 1947, was a very heavy buyer of its own securities. 
There was a substantial retirement of this debt and a large expansion of the 
holdings of federal securities in special government accounts. The Bank of 
Canada for its part did not keep the commercial banks short of cash. The 
banks were net buyers of Government of Canada securities in 1946 and in 
1948. In 1947 the banks suffered no decline in the average level of their cash 
reserves; they reduced their average cash reserve ratio and they sold 
Government of Canada securities in considerable volume, but this latter 
was one side of a switch into the more attractive loans and non-federal 
securities. Neither the reduction in the cash ratio nor the sale of govern- 
ment bonds could be interpreted as evidence of pressure from the monetary 
authorities. From the end of 1947, however, there was an evidence of 
a modification of monetary policy. In late 1947 the Bank of Canada 
became concerned over the size of bank loans against inventories and 
urged the banks to keep a careful watch on these loans. In February 
1948, after considering the reported investment intentions, the Bank 
“suggested to the chartered banks that conditions prevailing at that time 
made it undesirable for capital expenditures to be financed through 
expansion of bank credit”.1* Moreover, the recovery of exchange reserves 
in December 1947 presaged their forthcoming considerable enlargement 
in response to exchange conservation policies initiated in November. This 


10 Post-War Monetary Policy. Statement by Mr. G. F. Towers, Governor of the Bank of Canada, 
at a hearing of the Standing Committee on Banking and Commerce of the House of Commons, 
March 18, 1954. Minutes of Proceedings and Evidence, No. 16, pp. 694-95. 

Post-War Monetary Policy, statement by Mr. Towers, op. cit., p. 695. 

The reader may consult E. P. Neufeld, Bank of Canada Operations, 1935-54, Toronto, 1955, 
Chapter VI. 

13 Bank of Canada, Annual Report to the Minister of Finance, 1948, p. 7. 
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meant that although the government was running a surplus and could plan 
to continue to do so, there was strong likelihood that the surplus would 
be needed to acquire gold and United States dollars and would not be 
available to support the government bond market. On the other hand, 
the Bank of Canada was rapidly approaching the statutory limit on its 
holdings of securities having more than two years to maturity, so that 
without a change in the Bank of Canada Act it could not be counted upon 
to purchase very large blocks of securities in the longer maturity range. 
These considerations combined with the fact that investment intentions, 
as expressed in the semi-annual canvass of business and government, 
were running very high and with the fact that yields on United States 
government securities had been rising since mid-1947 must have motivated 
the decision in January 1948 to allow bond prices to fall.1* Early in 
January, the Bank ceased its practice of publishing daily a list of bids and 
offers for Government of Canada securities. Following this action the 
yield on the 15-year theoretical bond increased from 2.56 percent to 
2.79 percent at the middle of January. The market was again stabilized at 
this point until late February when yields were allowed to rise another 
notch to carry the 15-year bond rate to 2.98. The market was kept fairly 
stable from then until near the end of the year when rates started to come 
down. It may be noted that there was no immediate change in very 
short-term rates such as the rate on treasury bills and when it did advance 
later in 1948 the change was exceedingly small. In a public statement 
in late February on the rise in yields the Bank said: “The Bank is not 
in favor of a drastic increase in interest rates which would be likely to 
create a situation that might hamper and might even prevent essential 
forms of capital investment which Canada needs’’.?® 


In summary, we may say of monetary and debt management policy 
that the Bank of Canada took the view that a rise in interest rates would 
seriously curtail essential capital investment and would be ineffective in 
mitigating substantially the impact of foreign prices on our domestic price 
level. In the bank’s extreme policy there was no concession to the view 
that rises in the rate of interest might be effective in a period of very 
heavy pressure on resources in distinguishing “essential” investment from 
projects which might well be postponed. Rather, the implication was that 
this task was better left wholly to prices in the market for goods and services 
and to administrators of special depreciation allowances, and to controllers 
of scarce materials and scarce exchange.1® The policy of a fixed exchange 
rate of course severely limited the extent to which an interest rate policy 


14 At this time Victory Bonds, due in 1966 for example, were selling above par. 
15 Bank of Canada, Annual Report to the Minister of Finance, 1948, p. 11. 


16 The Bank’s view has been criticized. See for example E. P. Neufeld, Bank of Canada Operations, 
1935-54, op. cit., Chapter VI; M. F. Timlin, ‘Monetary Stabilization and Keynesian Theory’’, 
Post Keynesian Economics, edited by Kenneth K. Kurihara, New Brunswick, N.J., 1954, Chapter 
III and ‘‘Recent Developments in Canadian Monetary Policy’, American Economic Review, 
Papers and Proceedings, Vol. XLII, 1953, pp. 42-53 and R. Craig Maclvor and John H. 
Panabaker “Canadian Post-War Monetary Policy 1946 - 1952”, Canadian Journal of Economics 
and Political Science, Vol. XX, 1954, pp. 207-26. See also: Report of the Royal Commission on 
Prices, Ottawa, 1949, Vol. II, p. 168. 
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independent of that in the United States, could be pursued. The main 
burden of the task of supporting the government bond market fell to the 
treasury. In its task, it utilized deposits in 1946 and the proceeds of its 
surplus and the sale of exchange in 1947.17 In 1948 the need to devote 
the surplus to the purchase of exchange limited the support it could give 


to the bond market, and in the circumstances the Bank of Canada modified 
its policy. 


Other aspects of fiscal policy apart from debt management were 
important regulators of the flows of funds in the immediate post-war 
period. Income tax rates were reduced in each of the three years under 
review and exemptions were raised in 1947. The changes in income tax 


Tates are summarized in Table 4.9; it will be noted that the reductions 
were substantial. 


Table 4.9 
PERSONAL INCOME TAXES AS A PERCENTAGE OF INCOME 


Income 


$1,500 $3,000 $5,000 $10,000 


4S Coe o Son Dele ee ee ae 15.8 25.4 33.3 41.4 

DAS so ebb EO Se 8.0 14.0 16.7 OS 
Married, two children 

DAS EET cs. sos acc, 1.5 10.6 20.4 32.2 

OAS REA PaR PRE soltere ant Ped eS —9.6a 2.9 9.7 17.9 


a Children assumed to be eligible for family allowances. Average family allowances have been deducted 
from the tax paid. 


Federal taxes on corporate profits were also reduced in each of the 
three post-war years. Whereas at the end of 1945, all corporate profits 
were taxed at the rate of 40 percent and profits in excess of 11624 percent 
of “standard profits” were taxed 60 percent (with one-third of the excess 
profits tax refundable), in 1948 corporate profits were taxed a flat 30 
percent only. We shall not review the details of changes in excise taxes 
except to remark that in November 1947, as part of the exchange conser- 
vation programme taxes on a number of consumer goods imported into 
Canada, or made in Canada with substantial import content were either 
imposed or increased. These changes were rescinded at the end of 
July 1948. 


Throughout this period there were special selective controls exercised 
over investment through the special depreciation allowances granted to 
some concerns in some industries under the authority of the Income War 
Tax Act. We have mentioned these allowances earlier as they were 


17 A new instrument of government finance was introduced in 1946 and has been used ever since; 
this is the Canada Savings Bond, encashable at par at any time and sold to individuals in limited 
amounts per person. 
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initiated in November 1944. In the present connection their designedly 
discriminatory character is of special interest. The provisions were intro- 
duced not to stimulate investment in general, but to stimulate particular 
kinds of investment. Implicit in the administration of the provisions was 
a notion of the degree of “essentiality” of particular kinds of investment. 
Thus, in an official report on the operation of special depreciation provisions 
in the period under review it is pointed out that: 


“Special depreciation provisions were one of the instruments designed 
to encourage the rapid expansion of certain industries, particularly 
manufacturing and some primary industries, in the transition period. 
Other industries, such as service and commercial establishments were 
not given the same privileges.....Among the industries that were 
encouraged to go forward with their investment programs in the 
immediate transition period were three major groups: a) war indus- 
tries, particularly in the manufacturing field, in need of conversion to 
turn out peace time goods; b) basic industries which had delayed 
programs of modernization and expansion during the war and whose 
output was urgently needed to provide the materials required for 
the capital expansion program, exports, and the operation of Canada’s 
manufacturing industries; c) other industries supplementary to the 
industrial expansion pressing forward e.g., the construction industry 
and industries of importance for Canada’s long term economic devel- 
opment, e.g., commercial shipping.....Precluded from special 
depreciation allowances were utility enterprises in the fields of trans- 
portation, communication, light, heat and power; laundries; garages; 
warehousing facilities; and commercial and financial establishments 
engaged in bridging the gap between producers and consumers.’’!8 


It does not diminish the discriminatory intent to suggest that the 
postponement of some investment “would contribute to a more stable level 
of private investment — at least for a period of several years”.1® Thus, to 
a degree, the role of prices in the capital market, in allocating funds was 
assigned to the administrators of the income tax regulations in the early 
post-war period. They were not the only administrators who shared this 
function; there were still some in the Prices Board and Foreign Exchange 
Control Board, and some controls over materials survived into the early 
post-war period. 


Before leaving the subject of depreciation allowances we might mention 
that throughout the years under review there have been various depletion 
allowances and tax credits granted the mining, oil and gas industries in 
respect of exploration and off-property drilling expenses “in order to 
encourage the continued search for new sources of minerals, oil and gas”. 


18 Encouragement to Industrial Expansion in Canada: Operation of Special Depreciation Provisions, 
Nov. 10, 1944- March 31, 1949, Department of Reconstruction and Supply, 1948, pp. 27-28. 
19 bidsep. 22 
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If prices in the capital market were rendered impotent by official 
policy, prices in the goods and services markets were allowed progressively 
to resume their allocative function in the post-war transition period. Wage 
controls were first eased and then finally removed during 1946. Price 
controls administered by the Wartime Prices and Trade Board were pro- 
gressively relaxed following the removal of the price ceiling on several 
hundred items in February 1946. It is not necessary for us to detail here 
the successive steps in the policy of dismantling the price ceiling; the 
first steps released from control items that were not necessities nor major 
items of expenditure in the ordinary consumer’s budget. Each wave of 
relaxations removed the ceiling from items of more consequence to the 
ordinary consumer. Rents were one of the last items controlled by the 
federal authorities. At the time of the exchange conservation measures 
in 1947 there was a brief resumption of control over a few commodities 
affected by import restrictions. 


Official control of the rate of exchange of the Canadian dollar for 
United States dollars and for pounds sterling was maintained by the Foreign 
Exchange Control Board throughout the three early post-war years. In 
July 1946 there was a major revaluation of the Canadian dollar; expressed 
in Official buying rates, the value of the Canadian dollar in terms of the 
United States dollar was raised from a 10 percent discount to parity and was 
pegged at parity through the remainder of the period. When official 
reserves of gold and United States dollars were slashed by more than 60 
percent in 1947, devaluation was not undertaken, rather, a wide range of 
direct control measures was instituted. The Foreign Exchange Control 
Board tightened its control over the use of United States dollars, special 
sales taxes were imposed on imported goods or goods made in Canada 
with substantial amounts of imported materials, export controls prohibiting 
the export of a number of commodities to the United States were removed, 
imports of some consumer goods were banned altogether, others were 
allowed entry under quotas, and capital goods were permitted entry only 
under licence after a review of the construction programme giving rise to 
them. Perhaps more important than any one of these measures, in 
contributing to the revival of reserves, was the drastic cut in the rate of 
lending abroad. In the control of imports of capital goods under the 
Emergency Exchange Conservation Act we find another example of admin- 
istrative direction of the capital development programme. The objectives of 
the administration of the restrictions on capital imports were set out officially 
as follows: 


“...to stimulate the manufacture in Canada of more of the goods 
which are normally imported in considerable volume from the United 
States, in fields where Canadian costs are low and competitive and 
where Canadian manufacture is economic. 
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...to increase exports of products of the manufacturing industries 
and of the basic industries. 


...to modernize and improve the pattern of articulation of Canadian 
industry.?° 


...to effect the reduction of United States content in all Canadian 
manufactured commodities, particularly in the branch plant field. 


...to assist in the development of services essential to the public 
welfare. Hospitals and essential educational buildings are a (sic) case 
in point” .?1 


There may be some doubt as to the precise meaning of these objectives 
as stated above, but there can be no doubt that they imply allocation of 
scarce resources (and by implication, funds) by men rather than markets. 


c. Concluding observations 


In the early post-war years employment was maintained at satisfact- 
orily high levels in spite of the need to reabsorb very large numbers of 
veterans and war workers in civilian jobs. There was a very substantial 
growth in the productive capacity of the economy which paid dividends 
in terms of increased consumption per head and which was destined to 
pay further dividends in the years to come. The objective of containing 
inflation was not satisfactorily achieved however. Inflation of yields in the 
capital market was indeed prevented, but inflation in the prices of goods 
and services was not avoided. The value of the Canadian dollar on the 
foreign exchange market was only maintained at the cost of retaining and 
imposing extensive direct controls on transactions in that market. 


While prices were conceded an increasing role in the goods market 
through the removal of price ceilings and associated controls, the same was 
not true of the capital market and the exchange market. The rigid control 
of the yield of government bonds affected yields in many other quarters 
of the capital market. The period is not the best one in which to study 
the performance of the capital market in directing the flows of funds. 


3. 1949-51: Stability followed by growth with rising prices 


In the second triennium of the post-war period the economy experi- 
enced another wave of inflation. This wave was stimulated to a consider- 
able extent by the impact of the Korean War. The first year of the period 
was however a quiet one; real output rose by 3 percent and wholesale 
prices drifted gently downward. In the latter two years real output advanced 
by 6 percent per annum, wholesale prices rose over 40 percent (they 
started to fall in the third quarter of 1951) and consumer prices rose 


20 This cryptic aim was amplified somewhat by three sentences one of which was: “Iron and 
steel, basic to the entire industrial structure, needs to be rounded out and expanded”’. 

21 Report on the Administration of the Emergency Exchange- Conservation Act, Schedule III, 
NoveReS: 17, 1947 to December 31, 1948, Department of Trade and Commerce, Ottawa, 1949, 
pp. 4-5. 
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nearly 20 percent. Rises in prices were not confined to Canada; they 
were worldwide and were particularly large in the case of some raw 
materials. The exchange “crisis” of this second period was not one of 
a shortage but rather a surfeit of United States dollars. 


Foreign loans by the Canadian government were not a major factor 
in the economic situation in this period; indeed Canada became a net 
importer of capital after 1949. Transactions in federal debt remained of 
considerable importance in this period, and the federal debt, direct and 
guaranteed, was reduced by $1.1 billion. However, the relation of these 
transactions to monetary policy in general was not the same as in the 
earlier period we have discussed. 


The period we are about to review is especially significant in that during 
the second post-war wave of inflation, there was no rigid policy of maintain- 
ing a floor under government bond prices, and in that the policy of exchange 
control as it had been practised since 1939 was gradually abandoned. 
Monetary policy was much more active and appropriate, and was not 
restricted to open-market operations in the federal bond market by the 
Bank and the government accounts; the Bank and the treasury used 
direct controls over the extension of credit which had never been used, or 
had never been used in peacetime in Canada, before. The “flood” of 
United States dollars in the early fall of 1950 was the immediate motiva- 
tion for freeing the exchange rate, but by the end of 1951 the activities 
of the Foreign Exchange Control Board were terminated and official action 
in the exchange market was confined to the stabilizing moves of the Exchange 
Fund Account. Thus, progressively during this second period, interest rates 
and exchange rates were given freer rein to assist in limiting the demand 
for and in allocating the supply of scarce resources. 


a. Economic activity and its financing — a review of the aggregates 


Over the three years 1949 to 1951, GNE rose by 18 percent in real 
terms and 40 percent in current dollars. Government expenditure in each 
of the three years showed larger percentage increases, in both constant and 
current dollars than consumer expenditure, investment expenditure, exports 
or imports. Government expenditures on goods and services increased 
about 82 percent over the three years in current dollars; a little over half 
of that in constant dollars. The major surge of government expenditure 
came in 1951. Private investment expenditure, (excluding inventories) 
rose by 51 percent in current dollars over the three years. Its rate of 
increase, both in real terms and in terms of current prices, was very much 
smaller than in the three years immediately following the war when, the 
reader will recall, it rose by over 150 percent in current prices. This lower 
rate of increase characterized all three major categories of private invest- 
ment; indeed, in 1951 expenditures on residential housing fell 13 percent 
in real terms, below the level of the previous year (though they rose 1 
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percent in current values). Non-residential construction was the strongest 
category of fixed investment expenditures. The rates of increase of resi- 
dential construction were lower in 1950 than in 1949, and lower again 
in 1951; those of non-residential construction were about the same in 1950 
as in 1949, but somewhat higher in 1951 than in 1950. The rates of 
increase of expenditures on machinery and equipment were lowest in 
1950, and higher in 1951 than in 1949. There was an enormous build-up 
of business inventories in 1951 amounting to over $1.5 billion. Consumer 
expenditures increased by about 13 percent in real terms and 33 percent 
in current values over the period, as compared with increases of 13 percent 
and 45 percent respectively over the first three post-war years. Exports, 
after declining in 1949, rose gradually thereafter and realized a 5 per- 
cent real gain and 26 percent gain in current values over the period. This 
represented a smaller real gain but larger current value gain than in the 
previous three years. Imports rose more rapidly than exports, especially 
in real terms though they rose slowly in 1949. At 54 percent the current 
value gain in imports was about twice as great as in the first three post- 
war years. The details of the percentage changes in gross national expend- 
iture and its main components, in the years 1949 to 1951, are shown in 
Table 4.10. 


The years presently under review were years of high employment. Though 
the United States experienced a mild recession in 1949 our economic 
indicators did not reveal any developments that could legitimately be so 
described. There were not such acute labour shortages as in 1948 but the 
level of unemployment, as far as our statistics can indicate it, was less 
than 3 percent of the labour force throughout the year. The gains in real 
output over the period were more rapid than in the previous three years. 
Since this was also true of output measured in current prices, there was, 
in the sense in which we use the terms, more economic activity to be 
financed. The growth in expenditures on current output was, however, more 
evenly spread among the sectors of the economy than in the first post-war 
period. 


A review of the balances of saving over investment by sectors shows 
that consumers, and the federal and provincial governments, had positive 
balances throughout the period except in 1949 when provincial govern- 
ments had a very small deficit. The rest of the world developed a positive 
balance for the first time in 1950, which grew to the very considerable 
size of $525 million in 1951. Municipal governments and all three of our 
non-financial business sectors were deficit sectors between 1949 and 1951. 
The details of these balances are shown in Table 4.11. 


Consumer saving was $926 million in 1949, dropped to $662 million 
in 1950*? and then rose again to over $1.3 billion in 1951. In the unincor- 


a) 


22 In 1950, we find residual credits for the consumer sector are very high amounting to the 
unsatisfactory figure of $644 million. We must recognize and emphasize that our statistical 
information is inadequate, and at this stage we simply do not know where the errors lie, 
whether in the records of financial transactions or non-financial transactions or both. 
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porated business sector, though expenditures on housing advanced only 
moderately, the deficit rose by $700 million, $1 billion and $1.1 billion 
respectively in the three years. Non-financial corporations appear to have 
had a very small deficit of only some $75 million in 1949 though a rather 
larger one of $385 million in 1950.7? There can be no doubt that the deficit 
of this sector jumped substantially in 1951; our records show it at $1,426 
million. Government enterprises showed deficits ranging between $205 
million and $370 million over the period. 


The federal government surplus at $480 million in 1949 was lower 
than in the preceding two years, and lower than in the succeeding two 
years. In 1950 it was $635 million and in 1951 it reached its highest post- 
war figure, just over $1 billion. Provincial governments collectively 
had a deficit of $1 million in 1949, and surpluses of $63 million and 
$78 million in 1950 and 1951. Municipal governments collectively ran 
deficits of between $106 million and $114 million in each of the three 
years. 


As we have noted, the rest of the world again became a net supplier 
of funds to the Canadian economy in 1950. The programme of official contri- 
butions ended, to all intents and purposes, in 1949, and in 1950 and 1951 
direct investment and portfolio investment by foreigners in Canadian 
enterprises and junior governments achieved very significant proportions. 


The total value of currently-produced goods and services was higher 
in this second post-war period than in the first. The financing of this 
increasing flow of output required increases in the flows of funds in the 
economy. There were of course large transfers of funds from the private 
sector of the economy to government through taxes, and in the other 
direction too through social security payments and other channels, and 
there were transfers among governments as well. But these transfers are 
reckoned either as additions to or substractions from saving out of current 
income. Beyond this there were transfers of the balances of saving over 
investment. The sum of the net balances of saving over investment for 
all surplus sectors rose from $1.1 billion in 1946 to $3.0 billion in 1951. 
This is no measure of the gross flow of funds; neither is it a measure of 
the net flow. In the absence of complete to-whom-from-whom information 
on the flows of funds we may use saving over investment balances to indicate 
whether each sector, on balance, supplied funds out of current income to 
other sectors or supplemented current income by attracting funds from 
other sectors. Some surplus sectors supplied funds to other surplus sectors 
as well as to deficit sectors and some deficit sectors attracted funds from 
other deficit sectors as well as from surplus sectors. The total of the 


23 We use rather guarded language because, as we have noted, our figures for sectors I, II and III 
(consumers, unincorporated business and non-financial corporations) considered separately are 
weak. We have remarked on the large residual in the consumer sector in 1950; in sector III 
residual credits were $304 million in 1949 and—$148 million in 1950. We show no residual in 
sector II as the balancing item in the financial account of this sector is taken as an estimate of 
the change in the investment of consumers in unincorporated enterprise. 
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surpluses of the surplus sectors (or the total of the deficits of the deficit 
sectors) grew, however, in each year from 1946 to 1951, with the exception 
of 1949 and was, in 1951, some 178 percent higher than in 1946 and was 
about twice as high in 1951 as in 1949. Let us now review in broad terms 
the channels through which these funds flowed in the years 1949 to 1951, 
considering each sector in turn. The general picture is portrayed in Tables 
4.12, 4.13 and 4.14; for further details the reader may consult the tables 
given in Part VI below. 


Table 4.11 
BALANCES OF SAVING OVER INVESTMENT, 1949-51 
(millions of dollars) 
Sectors 1949 1950 195] 

UR Consumicistri ee te Cea ce ose oe. 926 662 1,334 
II Unincorporated business ............. — 690 —1,008 —1,077 
INI Non-financial corporations ........... — 75 — 385 —1,426 
IV Government enterprises............. — 371 — 205 — 362 

I-IV Non-financial business... .... —1,136 —1,598 —2,865 

Nowa S50) ial a seas echtet (ph ceee ara gee ea 21 17 15 
Wee nourance «eee ee, ee cr — — 1 — 3 
ITSO Mier tinanCeer a ee eee i. tc ck — 16 5 10 

V-VII Financial business.......... 5 21 22. 

VIIl Federal Governments. }.......<....... 480 635 1,021 
IX Provincial governments ............. — 1 63 78 
X Municipal governments ............. — 106 — 113 — 114 
VITIEX oyermmient.....-..+...... B38 585 985 

ocd “RES OP (ne WOrldm..-on sso. e ec eet. on — 168 330 $24 


In our review of the first three post-war years we noted the principal 
channels through which funds flow to and from the consumer sector. 
Let us first compare the flow through these channels in the first two 
post-war periods, considering each period as a whole. The increase in 
deposits was considerably larger in the first period; the flow of funds from 
the consumer sector through insurance and pension contributions was 
slightly higher in the second period, but the purchases of mortgages, non- 
federal bonds, stocks and the investment in unincorporated business all 
increased substantially in the second period as compared with the first. 
Investment in mortgages increased by $180 million to reach $490 million 
for the 1949-51 period; investment in non-federal bonds and_ stocks 
increased $580 million to reach $890 million and investment in unincor- 
porated business increased from $470 million in the first period to $1,254 
million in the second. The consumer sector reduced its holdings of federal 
bonds by some $450 million, (of the order of one-half of the reduction in 
the first period) and received accommodation from banks, instalment cred- 
itors, retail dealers, and other lenders to about. the same extent ($445 mil- 
lion) as in the first period. It will be noted that bank loans to consumers 
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and instalment credit and charge accounts were all reduced in 1951. From 
an increase of $261 million in 1950 the figures for these categories in the 
consumer sector changed to a decrease of $83 million in 1951 reflecting 
the impact of credit controls to be described below. 


The non-financial business sector had a much larger deficit in the 
second post-war period than in the first as we have already noted. Its 
withdrawals from other sectors, through the usual channels were all larger 
than in the first period except that (a) the increase in bank loans was only 
some $70 million higher than in the first period (again reflecting the effects 
of monetary policy) and (b) the net proceeds from the sale of federal 
government bonds (direct and guaranteed) was very much smaller, being 
of the order of $45 million over the three years as compared with $460 
million in the first period. We have noted that the investment of the con- 
sumer sector in unincorporated business increased by about $800 million 
more in the second period than in the first; the investment of government 
in government enterprises increased by some $530 million in the second 
period as compared with $150 million in the first; and direct investment of 
other sectors, including the rest of the world in non-financial corporations, 
increased from $130 million to $578 million. A very much larger net 
amount, (over $700 million more, in fact) was raised through net sales 
of stocks and non-federal bonds, and about $690 million more was raised 
through mortgages than in the first three years. Bank balances were built 
up by nearly $200 million in the first two years of the period but were drawn 
down by $100 million, more or less, in 1951. The raising of money for non- 
financial business through sale of stocks and non-federal bonds, and mort- 
gages and through bank loans was higher in 1950 than 1951, whereas the 
net acquisition of funds through the category “claims on associated enter- 
prises” was higher in 1951 than in 1950 or 1949. In 1950, non-financial 
business was a net purchaser of federal bonds. 


In the financial accounts of the federal government the transactions in 
federal bonds again bulk very large. The direct debt of the federal govern- 
ment was decreased by roughly $1.1 billion over the three-year period. 
The major reduction, $768 million, took place in 1949. The rest occurred 
in 1951. In 1950 there was a net increase in debt of $113 million; retire- 
ments of non-banking issues were offset by an increase of $300 million 
in direct bankihg issues. At least two-thirds of the direct issue to banks 
in that year was made to assist in financing the “flood” of United States 
dollars. The special government accounts sold federal securities in 1949 
in the amount of $370 million, but bought in amounts of $55 million and 
$180 million in 1950 and 1951 respectively. Federal government invest- 
ment in associated enterprises was substantial in each of the three years. 
In 1949 the total investment of $180 million was more than accounted 
for by an investment of $125 million in the Exchange Fund and $93 
million in Central Mortgage and Housing Corporation. In 1950, the 
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Exchange Fund required $517 million to finance the “flood” (this was 
almost exactly the amount invested in the Fund in 1948) and $118 million 
went to Central Mortgage and Housing Corporation. In 1951 the Exchange 
Fund claimed $217 million and the Central Mortgage and Housing Corp- 
oration $46 million. The government’s programme of lending to foreign 
governments claimed $111 million in 1949, but in the next two years 
repayments on these loans provided a source of funds to the federal 
government. In 1950 and 1951 the item “taxes receivable” achieved 
significant proportions. 


The rest of the world accounts show this sector as a net investor in 
Canadian governments and enterprise after 1949. Direct investment in 
Canadian concerns, positive in all three years, totalled $625 million in 
the period. Non-residents bought about $164 million worth of federal 
securities in 1949 and 1950, especially the latter, but in 1951 sold almost 
this exact amount. In 1949 non-residents were net sellers of stocks and 
non-federal bonds in Canada, but became progressively heavy buyers in 
the last two years, buying $99 million in 1950, and $431 million in 1951. 
Provincial government bonds were sold particularly heavily to non-residents 
in 1951. They bought nearly $220 million worth. Municipalities also sold 
over $60 million worth of their securities to non-residents in 1951. Con- 
sumer saving through life insurance averaged $240 million over the period 
1949-51; this figure was a little higher than the average of $210 million 
in the first post-war years. In the second period the life insurance companies 
continued the policy of selling Government of Canada bonds which they 
had begun on a small scale in 1947. Between the end of 1948 and the 
end of 1951 the life insurance companies reduced the federal bonds in 
their portfolio by just under $550 million and increased mortgages by 
nearly $490 million. They were heavy investors in bonds other than those 
of Canadian governments — the total for the period being $544 million, 
and they also increased their investment in bonds of Canadian provinces 
and municipalities by $220 million. Their portfolio of stocks was increased 
by $5 million over the first two years of the period, but reduced by $7 
million in 1951. 


We may review the changes in the balance sheets of the chartered 
banks rather briefly, as we shall refer to their activities again in the 
discussion of monetary policy immediately below. Canadian deposits of 
the banks increased by approximately $660 million over the years 1949 
to 1951. This was a much smaller increase than the $1,020 million of 
the first three post-war years. In 1951 deposits actually decreased by some 
$90 million, and this was the only calendar year in which deposits showed 
a decrease in the entire post-war period.? Bank loans increased by only 
$95 million in 1949 but rose by the substantial sum of half a billion in 
24 ‘This statement covers the years 1946 to 1956 inclusive. This statement should not be interpreted 


to mean that in no months or quarters of the post-war period, save those or some of those in 
1951, was there a decrease in deposits. 
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1950. The increase in 1951 was about $230 million. In 1949 the banks 
were net buyers of Government of Canada bonds to the extent of $153 
million, but in 1950, in spite of absorbing $300 million worth of deposit 
certificates, they were net sellers of federal securities to the extent of $32 
million. In 1951 they were heavy net sellers, selling an amount of $325 
million.** In that year they decreased their holdings of all other kinds of 
securities to the extent of almost $115 million. 


In summing up our sketch of the flows of funds in the first post-war 
period, we remarked above, in part, that “the federal government’s demand 
for goods and finance which had dominated the economic scene in wartime, 
was replaced by the demand for goods and finance by the rest of the 
economy”. In the second post-war period, the federal government not 
only supplied finance to the rest of the economy (though the programme 
of foreign loans did not extend beyond 1949) it also very substantially 
increased its demand for goods. While it increased its expenditures on 
goods and services by $1.5 billion, it reduced its debt by $1.1 billion, 
which was more than the reduction made during the first three post-war 
years. The broad picture, then, is of government exerting pressure on the 
economy both directly and indirectly — directly by increasing its demands 
for real goods and services and indirectly by returning taxes to bondholders 
and thus supporting the demands of others for real goods and services. 
This is the main change in the broad pattern of flows in the second period. 
There were other changes. Consumers and non-financial corporations 
were not net sellers of government bonds to nearly the same extent in 
the second period as in the first; together they sold in amounts of $1,278 
million in the first period of $490 million in the second. But the life insur- 
ance companies and other financial institutions (apart from banks) became 
very important sellers, their sales amounted to $566 million, and by virtue of 
this they were able to increase greatly their holdings of corporate securities, 
securities of other governments, and of course, mortgages. The rest of 
the world, as we have remarked, became a net supplier of funds and 
the supply flowed directly to corporations and junior governments in many 
cases. No sector of the economy was forced to reduce its demands for 
goods in this period. The flow-back of funds from the government to the 
rest of the economy, directly to spenders, indirectly through banks in 1951, 
and rather more than in the previous period indirectly through insurance 
companies and other non-banking institutions, enabled the rest of the 
economy to compete more effectively with the government for the fruits 
of increased productivity. But effective demand in total increased more 
than real output and the inevitable consequence was inflation especially 
in 1950 and the first six or seven months of 1951. Let us now turn to 
consider the regulators of the flows of funds in this second post-war period. 


25 It may be noted here that the Bank of Canada bought $256 million worth of federal bonds in 
1951, vnile the government accounts also took up about $180 million worth. 
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b. The regulators of the flows of funds 


Turning first to monetary policy and policy with respect to the federal 
government debt, we recall that in 1949 the United States experienced 
a mild recession from which recovery began in the latter half of the year, 
while in Canada we enjoyed moderate gains in real output with no subs- 
tantial changes in prices. During this year, long-term government bond 
yields remained fairly steady for the first half of the year. At June 15th, 
the 15-year theoretical bond yielded 2.89 percent, but by November 15th 
it had fallen to 2.69 percent; the yield rose slightly by December 15th. 
Treasury bill yields rose gradually through the first seven months and then 
remained steady. The banks increased their loans but by much less than 
in the previous year, even though in February the Bank of Canada with- 
drew its suggestion of twelve months earlier that bank credit not be supplied 
to finance capital expenditure. A considerable increase in the banks’ port- 
folio of government bonds took place over the first part of the year. Toward 
the end of the year, the banks began to switch into loans and out of federal 
securities, and they experienced declining daily average reserves and lower 
daily average cash reserve ratios. The net result of monetary and debi 
policy in this year was a considerable decline in outstanding government 
debt, held outside of the banks; but in the consumers’ and non-financial 
corporations’ sectors, the decline in government debt holdings was rather 
more than offset by increases in deposits at banks or other institutions, 
and this moderate increase in liquidity must be rated as salutary in the 
circumstances. 


The year 1950 brought rather severe problems of monetary control. 
The problems of defending the economy against the inflationary pressures 
engendered by the Korean War and the anticipatory buying which accom- 
panied its start were severely aggravated in the fall by a substantial and 
mostly speculative inflow of American dollars. The problem of financing 
this very large and sudden acquisition of United States dollars required 
ingenuity and prompt decision. 


Wholesale prices began to rise in Canada in January of 1950. The 
recovery of economic conditions in the United States was matched by a 
general strengthening in the demand for goods and services in Canada. 
The inflow of United States dollars had been proceeding since September 
1949 when Canada, independently, though at about the same time as many 
other nations, reduced the value of her currency in relation to the United 
States dollar.2° For a time the inflow was financed almost entirely out of the 
government’s current surplus and by a net drawing down of the govern- 
ment’s deposits with the banking system, but in August and September 
the inflow amounted to $184 million and $285 million respectively and spe- 
cial measures had to be adopted. The exchange rate was set free as of 
October 2nd and that stopped speculation, but official stabilization measures 


26 The buying rate for U.S. dollars was increased on September 20, 1949, to $1.10 (Canadian). 
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raised official reserves by another $37 million (net) in October. The special 
measures included the sale of deposit certificates in the amount of $200 
million to the chartered banks, at the end of August (in addition to the 
$100 million worth of certificates sold to them in March and retired on 
August 30th), and the purchase of foreign exchange assets by the Bank 
of Canada in the amount of $393 million during August, September and 
early October. The Bank partly offset these purchases by the net sale of 
government securities to the extent of $337 million in this period. 


During 1950 the banks had daily average reserves very little higher 
than in 1949, but on the average they operated with a considerably lower 
cash ratio. In the latter part of the year they began to run off their 
government bonds and they increased their loans enormously. Between 
the end of August and the end of November they increased their loans by 
$416 million. At the beginning of October the Bank of Canada indicated 
its attitude to the developing inflationary pressures by raising Bank 
Rate from 1 percent ot 2 percent, a move which at that time2? had 
little significance other than as a notice of the Bank’s official view. Long- 
term bond rates began in November to reflect the increases in bill rates 
and shorter term bond rates that had begun to move up in August under 
the impact of the Bank’s heavy open market sales. The gap between long 
and short rates was narrowed during the year. The end of the year found 
consumers and non-financial corporations in a considerably more liquid 
position (as measured by their deposits and holdings of government bonds) 
than at the end of 1949. 


In 1951, wholesale prices continued to rise until after mid-year and 
consumer prices rose throughout the year, but inflationary pressures in the 
economy eased considerably in the second half. The central bank contrived 
to reduce the chartered banks’ reserves by about $40 million in the first half 
of the year. This was accomplished largely through the transfer of govern- 
ment deposits which were built up with the accumulating budget surplus, to 
the Bank of Canada and their use to purchase for the Exchange Fund the 
foreign assets which the Bank had acquired during 1950. (The Bank itself 
bought government securities in the amount of $240 million.) The daily 
average cash reserve ratio of the banks in the first half of the year was 
9.8 percent, a comparatively low figure. In the second half of the year 
there was a considerable easing of the cash position of the banks; the 
Bank of Canada purchased government securities in substantial degree 
though the reductions in their holdings through a maturity in November 
resulted in the net increase for the six months appearing rather slight. Cash 
reserves of the banks increased nearly $125 million and the daily average 
cash position was 10.6 percent in the last half of 1951. 


One of the most notable developments in monetary policy in 1951 was 
the agreement effected with the banks in February whereby the banks 


27 It was a few years later, in 1954, when changes in Bank Rate came to have operative significance. 
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once again agreed to refrain from making term loans, and also undertook 
to try to achieve “the desired objective of avoiding further over-all increase 
in the banks’ total loans and non-government investments”.?* It was further 
arranged with the banks and the stock exchanges that margins of at least 
50 percent be required for loans to carry corporation stocks and it was 
arranged with the banks that margin requirements would be “substantially 
increased” for loans on the security of instalment finance paper, and that 
the total of such loans would not be increased. Bank loans, which as we 
have noted rose remarkably in late 1950, scarcely showed the normal 
seasonal decline over the turn of the year, and while the honouring of 
previous commitments led to some further increase in 1951, the policy 
achieved some success. It might be argued that if a ceiling on loans were 
necessary in the circumstances it was imposed rather late, and that some 
of its apparent success might be attributed to the easing of demand in the 
latter part of 1951. But such reflections illuminated by hindsight can 
hardly alter the broad fact that during the second wave of inflation in the 
post-war period, monetary policy was much less inflexible, and more ap- 
propriate. The ceiling on bank loans was however, a very drastic measure. 
It was adopted as an alternative to a policy of allowing interest rates to 
rise further. Of course the monetary authorities have to work within the 
restriction of a fixed ceiling on bank loan charges, but there is no statutory 
ceiling on government bond yields. One suspects that, as in the earlier 
and later post-war waves of inflation, the monetary authorities were worried, 
and perhaps too worried, over the effects on bond dealers and borrowers 
of funds of a more rapid rise in interest rates. In any event, the use of 
government surpluses to retire debt in the latter part of 1950 had the effect 
of restraining the rate of increase in interest rates. Had the government 
refunded maturing issues and left the proceeds on deposit with the charter- 
ed banks, interest rates would have risen considerably more sharply. 


Changes in fiscal controls were consistently moving in the right direction 
in the second post-war period. Taxes were lowered in the 1949 budget; 
a special budget was brought down in September of 1950 to raise corpo- 
ration taxes and some sales taxes, and in the budget of April 1951, there 
were further increases of taxation on persons, corporations and some com- 
modities. 


An indication of the changes in the personal income tax rates is given 
in Table 4.15. We need not elaborate on them here, but we must record 
that it was in 1949 that the first step was taken to eliminate the double 
taxation of corporate dividends characteristic of Canadian taxation. Pro- 
vision was made for deducting from a person’s total tax liability 10 per- 
cent of the dividends received from non-preference shares in Canadian 
corporations liable to corporation tax.29 


28 Bank of Canada, Press Release, February 22, 1951. 


29. Though this was the provision as described in the budget speech, no distinction between 
preference and non-preference shares was made in practice. 
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Table 4.15 
PERSONAL INCOME TAXES AS A PERCENTAGE OF INCOME 


SAE t > Sp a 


Income 
$1,500 | $3,000 | $5,000 | $10,000 
Single, no dependents 
DOAO ata. Varn cieths Atlases <be coe aca 8.0 14.0 16.7 225 
Ae eee et siete. as ch, 50 10.7 14.0 19.6 
AOSD AMM ta tee ee lets vss. 5.0 10.7 14.0 19.6 
ON Se ac Ow ee oe a ee 5. SlSF 15.4 21.6 
Married, two children 
OAS restate harther sia ticsdipss Bia iss osss Sods Gils 6 0) eal 12.6 19.3 
Wa ote. ee. 0 3:5 9.1 15.8 
OSU patter, ine ee tee pias e. 0 25) 9.1 15.8 
Ea elie eng WIN covichcsig Soke ovate 5 « . 0 3.9 10.0 17.4 


Nore: The above figures show the actual tax liability of a taxpayer with children who receive family allowance, 
Rega le 58 as have not been deducted from tax paid. It is assumed that all incomes are 
Corporation taxes were modified in structure in 1949 and the burden 
on smaller businesses was decreased by the change from a straight 30 
percent rate on all profits to a rate of 10 percent on the first $10,000 of 
profits and 33 percent on all profits over $10,000. In 1949 it was made 
optional for business to adopt the diminishing balance method of claiming 
depreciation, rather than the straightline method that had been obligatory 
before.3° The allowable rates of depreciation were changed accordingly 
but in general the diminishing balance method permits more rapid “write- 
offs” during the early life of assets that the straightline method, and thus 
might well encourage some types of investment expenditures. In the special 
budget of 1950 corporation income taxes were raised to 15 percent on 
the first $10,000 of profits and to 38 percent on profits above that figure. 
In the budget of April 1951, corporation taxes were raised still further; 
with the addition of a special surtax of 20 percent on profits over $10,000 
the effective rate of tax on profits over that figure was raised to 45.6 
percent. It was in this budget too, that as a further anti-inflationary move 
the principle of deferred depreciation was introduced. By this principle 
the right to charge depreciation on capital assets acquired after the budget 
date was deferred for four years. There were exceptions. Some classes 
of assets were automatically exempted such as those for the production 
or distribution of electricity, gas, water, and oil, or for the provision of 
telegraph and telephone services, or for lumbering or for the use by indi- 
viduals in farming, fishing and professional service. Others were made 
eligible for current depreciation when so certified by the Minister of Trade 
and Commerce.*! In the budget speech, the Finance Minister introduced 
the measure as a deterrent to capital investment and remarked: 


30 Farmers and fishermen were not given the option until 1950. _ 

31 For a report of the administration of the regulations by the Department of Trade and Commerce, 
see the Annual Report of that department for the year 1954, pp. 75-86. See also Mitchell Ww. 
Sharp, “Deferred Depreciation — A Canadian Anti-Inflationary Measure”, The Journal of Finance, 
Vol. VII, 1952, pp. 331-46 and “Deferred Depreciation, A Further Assessment”, Canadian Tax 
Journal, Vol. I, 1953, pp. 277-83. 
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“The deterrent will particularly affect businessmen whose decision to 
make a capital expenditure is strongly influenced by the expectation 
that he can write off a large fraction of his cost at a time when both 
tax rates and profits are abnormally high... . .it will compel the busi- 
nessman to give primary attention to the long-term prospects of pro- 
posed capital expenditures and if outside financial participation is 
required, lenders will also take this view”. 


There were changes in sales taxes in the budgets we have been review- 
ing, but we shall not detail these except to remark that in the special budget 
of 1950 and the budget of 1951 there were increases in sales taxes in 
support of the objectives of the consumer credit controls to which we 
now turn. 


In November 1950, when inflationary pressure was building up very 
rapidly, the government under the Emergency Powers Act introduced legis- 
jation to restrict consumer credit. Under this legislation, consumers were 
compelled, if financing their purchases, to “pay down” at least one-third 
of the purchase price of cars and one-fifth of the purchase price of other 
items and to pay the balance in 18 months. In March 1951, these 
regulations were tightened. Down payments were raised to one-half and 
one-third in the cases of cars and other goods respectively, and the period 
of financing was reduced from a year and one-half to one year. The flow 
of credit to consumers was affected by this measure, and by the ceiling on 
bank loans, particularly loans to finance companies. Bank loans to instal- 
ment finance companies, after a rise of $15 million in the first quarter of 
1950 climbed only slowly until the last quarter when they rose by $17 
million. In the first quarter of 1951 they rose by $30 million, but then in 
the balance of 1951 they fell by almost $75 million. The figures of 
selected items of consumer credit outstanding, compiled by the Bank of 
Canada,22 showed a rise in the total of the items of $260 million in the 
last three quarters of 1950 and a fall of about $100 million in the first 
three quarters of 1951. 


There were other regulatory measures adopted with the aim of con- 
trolling the second post-war wave of inflation. For example in September 
1950, at the time consumer credit controls were forecast, it was also 
announced?? that loans under the Farm Improvement Loans Act would 
henceforth have to finance a smaller proportion of the total expenditure 
involved and be repaid in shorter periods. Slightly earlier, the Central 
Mortgage and Housing Corporation took the decision not to recognize 
increased costs when establishing lending values of new houses and thus 
effectively increased the down payments on housing financed under the 
National Housing Act. In February 1951, the government took further 
measures to increase the down payments required under the Act. 

82 See Statistical Survey, Financial Supplement, 1955, p. 59. 


33 ser fhe. Budece Speech by the Minister of Finance in House of Commons Debates, September 
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Of course in addition to all of these monetary regulators, general and 
selective, and fiscal regulators of the flows of funds, there were controls 
exercised over the use of steel and a few other scarce materials that very 
directly affected the channelling of funds. Businesses that could not buy steel 
or all the steel they wanted for their investment projects did not require 
funds or as many funds to finance their undertakings: 


We have mentioned the establishment of a free exchange rate at the 
first of October in 1950. This did not entail the abolition of all controls 
over the use of foreign exchange. There were relaxations in these controls, 
but their total abolition came only at the very end of the period we are 
discussing, December 31, 1951.34 Following the freeing of the exchange 
rate, the discount on the Canadian dollar vis-a-vis the United States dollar 
was reduced from 10 percent to approximately 5 1/3 percent in October 
1950. It rose to as high as almost 7 percent in June of 1951 but at the end of 
the year was approximately 2% percent, reflecting principally the changes 
in the current account deficit with the United States. 


c. Concluding observations 


In the second post-war triennium, period II of our account, Canadians 
enjoyed full employment. They enjoyed growth of output, even apart from 
that increased portion of it that was diverted to defence expenditures. The 
objectives of maintaining employment and increasing the flow of output 
could be said to have been well served. The objective of containing 
inflation was not so well served. Commodity prices rose by very substantial 
amounts especially in 1950 and the first half of 1951. However, the 
central banking authorities did not approach their tasks with so inflexibie 
a policy as in the first period. The word to describe their action in dealing 
with the exchange “flood” of 1950 is “resolute”. Though looking back 
one may wonder whether judgments as to timing of certain other moves, 
such as the imposition of the ceiling on bank loans and non-government 
investments, were entirely happy, we are likely always to have such 
ex post reflections, for as the Bank remarked in its Annual Report for 1956: 


“No one, particularly in the early stages of a boom, can choose some 
particular moment at which to decide that inflationary dangers are 
present without doubt and in dangerous degree . . . The question 
at issue is always one of degree and of the probable continuation as 
well as direction of discernible trends”. (p. 23)*° 


But if the Bank’s policy was more flexible and imaginative, we must 
register our doubts as to whether sufficient use was made of monetary 
controls in association with government debt policy. Surpluses there were 


34 During 1949 and 1950 there was a series of relaxations of the exchange conservation restrictions 
imposed in November 1947, the very last restriction was removed December 31, 1950. 

35 One should never forget that it is quite a different thing to look at the completed record when 
one can see that the indexes did continue to go up than it is to study the record as it emerges; 
even the record on which decisions must inevitably be based is partial, tentative, and never 
up-to-date. 
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indeed, and these derived from heavy taxation, which in turn restricted 
the buying power of the taxpayer or those to whom they might have 
transferred their saving, but the disposition of these surpluses to a very 
considerable extent served to transfer deposits back to the public and to 
enhance its command over goods. While this was helpful in 1949 it 
restrained the rate of increase of interest rates in the latter part of 1950 
and early 1951. 


The return to the free exchange market and to a more flexible policy with 
respect to interest rates must be recorded as moves toward the objective 
of allowing economic decisions to be recorded in the market place. The 
period also saw extensive use of direct controls and incentives, such as 
the plan of deferred depreciation, and controls over consumer credit and 
bank loans. We shall defer debate on these controls. 


4. 1952-54 Growth followed by mild recession 


Period III (as we shall refer to the period 1952-54) of the post- 
war years, brought growth for two years in real output at the rate of 
8 percent in the first year and 4 percent in the second year, and then a 
minor recession in which real output fell, in round numbers by 3 percent. 
The gain in real output over the three years is estimated to have been 
some 9 percent. The decline in wholesale prices which set in after the 
middle of 1951 continued through most of 1952. These prices remained 
fairly steady from October 1952 to October 1953 and then fell gently 
throughout 1954. Consumer prices remained rather steady throughout the 
period, though they showed some strength, reflecting the relative strength 
of consumer demand in 1954. Interest rates increased until the last quarter 
of 1953 with short-term rates rising substantially more than long-term 
rates. The subsequent decline in long-term bond yields was at first more 
rapid than in short-term yields, but the decline in short rates accelerated 
later and lasted longer, so that the spread widened once again. The 
Canadian dollar went to a premium over the United States dollar in the first 
quarter of 1952 and remained at a premium throughout the period. 


Transactions in the federal debt were of importance during the period, 
and in 1954 debt management policy seemed to be particularly appropriate. 
Though in 1952 we had a current account surplus with the rest of the 
world, we developed deficits again in 1953 and 1954 and the inflow of 
United States capital achieved very large proportions, by the standards 
of earlier post-war years. 


a. Economic activity and its financing — a review of the aggregates. 


If in the post-war years Period I was essentially a period of great 
capital investment, and Period I was a period of heavy increases in govern- 
ment expenditure superimposed on a continuing if somewhat diminished 
boom in investment, Period III must be characterized as the great period 
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of residential construction and consumer expenditure. Residential con- 
struction expenditure though up only 1 percent in real terms in 1952 
surged forward over 20 percent in 1953 and another 5 percent in the 
year of recession 1954. Its 30 percent gain in real terms and 37 percent 
gain in current prices over the full period outstripped the gains in any 
of the other broad categories of expenditure. The real gain in consumer 
expenditures in Period III exceeded that experienced in Periods I and II 
and was substantial in each year of the third period amounting to 2 percent 
even in the year of recession. Expenditure on durables and services, in 
current dollars, rose 20 percent and 32 percent respectively over the period 
and while purchases of durables declined in 1954 there was a very much 
larger increase in other consumer expenditures in that year. 


Government expenditure on goods and _ services though showing a 
very great gain in 1952, equivalent in real terms to the 25 percent gain 
of 1951, remained steady in 1953 and declined some 3 percent in 1954. 
Investment expenditures (apart from inventories) were up 13 percent over 
the period and were down 5 percent in 1954 as compared with 1953. 
Changes in business inventories were fairly large in some years. After 
the enormous build-up in 1951 business inventories declined somewhat in 
1952, and declined by $130 million in 1954. Non-residential construction 
and machinery and equipment expenditures each rose by smaller percentages 
in the third period than in either of the first two periods and each declined, 
both in real terms and in current value terms in 1954. 


Exports, though up slightly more in real terms in this period than in 
the last, grew substantially less in current value terms. Imports rose 
somewhat less in real terms than over the years 1949 to 1951. In real 
terms imports grew more rapidly than exports over the period and in 
current value terms declined slightly while exports rose slightly. We shared 
the 1954 recession with the United States, and both exports and imports 
declined a bit less than 5 percent in current values in that year. The details 
of these percentage changes in categories of gross national expenditure 
are shown in Table 4.16. 


Study of the Tables 4.11 and 4.17 of the balances of saving over 
investment by sectors shows that (apart from sectors V - VII, financial 
business) the signs of the balances for each sector in each year of Period 
III are much the same as in Period II. Consumers had surpluses throughout 
Period III as they did throughout Period II. The federal government had 
a deficit in only one of the six years (1954) as did the provincial govern- 
ments (1949). The rest of the world had a surplus in the last two years 
of each triennium. Municipal governments had deficits throughout each 
period. Business also had deficits in all years except 1952. There were 
however, some differences in the magnitudes of the deficits and the 
surpluses. Consumer saving, in very round numbers was about $500 million 


91 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


CCRT ole (60 


puv spoos uo oinj}Ipusdxo JUDWIUIBAOH) 


spoos JouUINsUOd UO dIN}IPUSdx9 [BUOSIOg 


bs L Sa Cae 8 3 ee v 
I S Gs oss ae —— Ol II a aMigl tah eke, eiieled oushex oNegepniehe) © eMens,* ecu sea SUTOCL Ney 
g 0 tg ci 8 9 6 8 vrressee ss squguidinbs pue ATauTyoeU MAN 
(ES 8I Cs Ca Ol 9 €Z lien. Ul ua eee * WOTIONAISUOS [BIUSP!SEI-UOU MON 
Le Of S ¢ SE €~ 14 | tesessees sss © “WOTONIJSUOD [VIUSPISOL MON 
Ic Cl Vo Sees GQ 6 Tl 6 "++" UOT}BUTIOJ [eIIded poxY ssojs ssouisng 
OF OG I C= v 0 I¢ SZ ee eer eee eee eee Sige ies, eS OOTALOS 
O07 O| v G ¢ 9 Ol It eee eee eevee eoeer eee ee eee ** *SQOIAJOs pure 
LI 6 J pee Os V v €l 8 reereerecees s+ -oIngIpuedxe [euUONeU SSOIDH 

sie]]Op sie][op sie]jOp sie]]op sie]]Op sIe]]Op sae]jop SIv][Op 

qudlIND jue}suod quoting jueysuod yuasing juejsuoD qudIIND yuej}suod 

= == ainyipusdxg jo soarlosa}eD 

1$6” 1940 HS6l €S6I JOAO HS6T TS6I AAO ESET TS6] 10A0 CSOT 


Wa 28d (8 Lt 


VS-ZS6L ‘SLNINOdWOD NIVW SILI GNV 


FJUNLIGNAdXS TWNOILVN SSOYD NI SAONVHD JOVINIDYAd 


92 


THE FINANCING OF ECONOMIC ACTIVITY IN THE POST-WAR PERIOD 


Table 4.17 
BALANCES OF SAVING OVER INVESTMENT, 1952-54 
(millions of dollars) 
Sectors 1952 1953 1954 
I Consumers . GS Ae ee re 1,291 (hehe 809 
II Unincorporated business............... —1,073 —1,177 —828 
III Non-financial corporations............. 131 —165 —68 
IV Government enterprises................ —457 —622 —383 
II-IV Non-financial business.......... —1,399 —1,964 —1,143 
(PLEAD. RS ia 5 Oe tae ae 27 45 14 
NEES ETL COSTS OA G2 0Ps ie A ye Fb eee —2 —3 —8 
VOLE RMIAIICE: Svs a An ok cone dc conc ace. 3 —8 32 
V-VII Financial business............. 28 34 38 
IV EE eee el als ROVETININOTIE seve incmovis iari-v- cep bores 253 142 —100 
IX Provincial governments................ 143 203 155 
X Municipal governments................ —143 —170 —186 
Will Xai Governments. ses le. 253 175 —13] 
Di wesmorine: world. us, 6 oo. ks. —173 443 427 


higher in Period III than in Period II. ?* The over-all federal government 
surplus on the other hand was about $1.8 billion lower. The deficits of 
the non-financial business sector were some $1,093 million lower. The 
deficit of non-financial corporations was substantially lower, some $1,784 
million, while the deficit of government enterprises was half a_ billion 
dollars higher. The surplus of provincial governments was some $360 
million higher while the deficit of municipal governments was roughly 
$165 million lower. The over-all surplus of the rest of the world was only 
slightly higher, some $11 million. 


Thus, to summarize the changes in the balances of saving over invest- 
ment by sectors, we may observe that the pattern of surpluses and deficits 
remained the same but that consumer saving grew a very considerable 
amount, the federal government surplus was diminished to the point of 
becoming a deficit in 1954, the deficit of business declined sharply while 
that of municipal governments continued its steady post-war climb. The 
total of the surpluses of the surplus sectors in 1954 was about one-half 
of the comparable figures for 1951. 


Let us turn now to Tables 4.18, 4.19 and 4.20 in which abbreviated 
transactions accounts for the years 1952-54 are shown. 


Consumers, with considerably larger savings in Period III, increased 
their investments in deposits, mortgages and government bonds. Their 
increase in deposits in 1952, $660 million was twice the increase in 1951, 
and though the increase in 1953 was only $250 million, it was over $920 


36 The figure for 1954 like the figure for 1950 to which we drew attention earlier, is under some 
suspicion inasmuch as the residual credits in the consumer account are especially high in this 
year. We simply do not know how the residual should be allocated throughout the accounts 


for the consumer sector. 
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million in 1954 when there was a considerable reduction in the sector’s 
holdings of federal government bonds and a very much reduced investment 
in unincorporated enterprise. Investment by the consumer sector in mort- 
gages was very much higher in Period III than in the previous post-war 
years, and was especially heavy in 1954, amounting in that year to nearly 
$440 million. Investment in insurance and pensions continued its steady 
post-war climb and amounted to $1.1 billion over the years 1952 to 1954. 
Investment in unincorporated enterprise declined in 1952 to $602 million 
from $541 million in 1951; it declined in 1953 to $508 million and fell to 
$85 million in the year of recession, 1954. Investment in non-federal bonds 
and stocks, which averaged $240 million in 1952 and 1953, was negative 
to the extent of over $10 million in 1954. Consumers accumulated govern- 
ment bonds during the first two years of the period under review but 
reduced their portfolio by $200 million in 1954, so that the increase in 
their holdings over the three years was approximately $220 million. 
There were very large redemptions of three different issues of Victory 
Loans in 1954. The supply of funds to consumers through instalment credit 
and charge accounts increased over $330 million in 1952 after the relaxation 
of credit controls in May; the increase in 1953 was less, and in 1954 
was under $40 million. Through instalment credit, charge accounts and 
other loans, consumers were supplied with about $990 million over the 
period 1952 to 1954. 


The deficits of the non-financial business sector were, as we have 
noted, substantially smaller in Period III than in Period II of the post-war 
years. This was not true however of government enterprises, and indeed 
there was very substantial borrowing by the federal enterprises through 
guaranteed bonds in 1954. The amount was some $390 million. Other 
transactions in government bonds by the non-financial business sector 
did not amount to anything in the rest of the period except that in 1952 
when there were limits on the increase in bank loans, until May, non- 
financial corporations reduced their holdings of government bonds by some 
$190 million. In 1953 banks loans to non-financial business increased 
by just under $500 million; about $350 million of this went to non-financial 
corporations, $120 million went to unincorporated business and the rest 
to government enterprises. In 1954 slackness of business, and the running 
down of inventories resulted in a very small increase in bank loans of 
some $90 million, which was divided $40 million, $30 million, $20 million, 
roughly, among non-financial corporations, government enterprises and 
unincorporated business respectively. Rather more money was raised by 
non-financial business through transactions in stocks and non-federal bonds 
in Period III than in Period II. Non-financial corporations raised $720 
million through transactions in non-federal bonds in Period II; in Period 
III the corresponding figure was $1,060 million. These corporations raised 
$370 million through stocks in Period II; in Period III the figure was $540 
million. Non-financial business borrowed $2,040 million through mortgages 
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in Period III, nearly $550 million more than in the previous three years, and 
of this total borrowing some 83 percent accrued to unincorporated business, 
the sector in which we include the business of home-owning. Non-financial 
corporations drew larger amounts in this third period from non-residents 
through the channel of direct investment than in earlier post-war years. 
The channels through which each sector in the non-financial business group 
supplied funds to other sectors include currency and deposits which in- 
creased $320 million in Period III, instalment credit and charge accounts, 
receivables and payables, transactions in existing real assets, but information 
for these latter two categories is, we repeat, incomplete. 


The federal government reduced its debt by $140 million in 1952, and 
in addition the government accounts increased their holdings of federal 
debt by $80 million. Investment in government institutions increased by 
$250 million but deposits were drawn down by $157 million. In 1953 
debt was increased by some $425 million but the government accounts took 
up $210 million. Investment in government institutions increased $150 
million and deposits were built up by over $520 million. In 1954, the 
year of the deficit of $100 million, debt was reduced by nearly $573 
million (this is direct debt)*7 while government units sold nearly $120 
million. There were disinvestments in associated companies, and deposits 
were drawn down by nearly $270 million. Throughout the period the govern- 
ment received funds through the repayment of loans and through insurance 
and pension contracts. It is significant that in the year of recession in the 
economy, the government ran a deficit, drew down its deposits, and ran 
down its own debt. It is true that government enterprises borrowed heavily 
and that the government accounts sold securities, but on balance the 
net effect though perhaps relatively small would seem to have been in the 
direction warranted by the circumstances. If the government had followed 
the policy in recession which was the direct opposite of its debt management 
policy during the prior post-war inflations, it would have indeed run a 
deficit but would have sold securities on balance. But in 1954 both 
consumers and non-financial corporations succeeded in reducing their 
holdings of government debt by $600 million which would seem to have 
been wholly salutary even if partly the fortuitous result of the structure 
of the debt by maturities. 


The rest of the world ran a deficit with Canada in 1952, but a surplus 
in the next two years. This sector was a net seller of Government of Canada 
securities in each year of Period III but consistently bought other bonds 
and stocks including the bonds of Canadian provinces and municipalities. 
Non-residents purchased provincial government bonds in the amount of 
$190 million, municipal bonds in the amount of $102 million and stocks 
in the amount of almost $295 million during the years 1952 to 1954. 


37 We have already noted that in this year government enterprises increased their debt by 
$388 million. 
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Direct investment in Canadian enterprise was very heavy in these years 
amounting to $1,164 million. 


The life insurance companies, with an average annual intake from the 
consumer sector through contractual saving of $300 million, concentrated 
their investment activity on mortgages during the third post-war period. 
Their investment in mortgages rose by nearly $580 million over the three 
years, some $90 million more than over the previous three years. Their 
Sales of federal bonds were lower over the whole period, but were very 
much higher in 1954 than in the previous two years. The companies showed 
rather more interest in provincial bonds and rather less in municipal and 
“other” bonds in Period III. Investment in Stocks increased $34 million 
in Period III. 


The chartered banks increased their Canadian deposit liabilities in each 
of the years 1952-54 by $240 million, $475 million and $510 million res- 
pectively. There were substantial increases in loans in 1952 and 1953 
amounting to $350 million and $625 million respectively, but the increase in 
loans in 1954 was less than one-tenth of the increase in 1953. Recession 
was reflected in the banks’ portfolios by a very sharp slowing down of the 
rate of increase of loans and a very large increase in investment in federal 
bonds. The banks increased their federal bond holdings by $512 million 
in 1954 which was the largest annual increment in the entire post-war 
period. Of course a very important feature of the 1954 changes in the 
portfolios of the banks was the emergence of investment in National 
Housing Act mortgages following the revision of the Bank Act in that 
year. Banks invested just under $75 million in mortgages in 1954. 


In general, the flows of funds in Period III reflected on the one hand 
the decline in the importance of government expenditure on goods and 
services, and non-residential investment expenditures (which, collectively, 
fell in 1954) and on the other hand the considerable increase in expenditures 
on residential housing, which continued to increase during the 1954 
recession. The over-all reduction in federal debt, direct and guaranteed, 
was small by comparison with previous post-war years, but, as we have 
remarked, the management of the debt conformed rather more closely to 
the requirements of the economic situation than in the previous post-war 
periods. Non-financial business, though making smaller over-all net demands 
on other sectors, drew particularly heavily on non-residents during this 
period. Let us now turn once again to the regulators of the flows of 
funds. 


b. The regulators of the flows of funds 


Let us, as usual, consider first monetary policy and government debt 
policy. In general, it may be said that during 1952 and 1953, the monetary 
authorities contrived to permit some expansion of the cash reserves of the 
chartered banks, but not more than was consistent with the need for 
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larger bank deposits and more bank notes occasioned by the growth 
in output. As we have seen there was a downward drift of prices in this 
period. The theoretical yield on 15-year government bonds drifted upwards 
until the last quarter of 1953, rising from 3.54 percent at January 15, 
1952 to 3.75 percent at September 30, 1953. On 2-year government 
bonds the yield rose much more sharply, rising from 2.33 percent at 
January 15, 1952 to 3.38 percent at September 30, 1953. The weighted 
average of tender rates on 3-month treasury bills rose even more pronoun- 
cedly, from .89 percent at the end of January 1952 to 1.97 percent 
at the end of September 1953. Yields on government securities generally 
started to fall during the last quarter of 1953. This rise in yields, especially 
short-term yields, indicates selling pressure in the markets for government 
securities, especially of the short-term variety. There were periods during 
both 1952 and 1953 when the banks reduced their holdings of govern- 
ment securities, especially of shorter term in order to increase their loans. 
On a daily average basis the cash reserve ratio of the banks was 10.6 
percent in the first half of 1952 as it had been in the last half of 1951, 
but was 10.2 percent in the second half of 1952 and averaged just slightly 
over this in 1953. 


In the last quarter of 1953 the Bank of Canada became a net buyer of 
government securities, and the cash reserves of the chartered banks on a 
daily average basis were some $18 million higher in December than they 
were in the month of September. Throughout 1954, the banks were in a 
fairly easy cash position as is attested by a number of facts but especially 
the build-up of their portfolio of government securities by over $510 
million. Yields on government securities dropped sharply during the 
recession, reflecting the policy of easier money. The yield on the 15-year 
theoretical bond dropped from 3.75 percent at September 30, 1953 to 
3.06 percent on March 31, 1954. It remained fairly steady throughout the 
balance of the year. The yield on the 2-year bond fell from 3.38 percent 
at September 30, 1953 to 2.23 percent at March 31, 1954 and further to 
1.89 percent by December 31, 1954. The spread in yields between short 
and long-term issues thus widened again. 


Monetary policy, and debt management were in accord with the needs 
of the times during this third post-war triennitum. There were changes 
in banking legislation and in the organization of the short-term market 
for government securities during this period which are of very considerable 
relevance to the general subject of this volume. However, as they are, for 
the most part technical and detailed, we prefer to describe and discuss 
them in Chapter 8 below rather than in connection with the general review 
given in this chapter. 


On the whole, the changes in fiscal policy, made in the successive 
budgets of Period IIJ, were consistent with the attaining of the broad 
objectives of encouraging growth and maintaining high employment without 
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inflation. The changes in the personal income tax as a percentage of 
income are indicated for selected classes of taxpayers and selected incomes 
in Table 4.21. The rates, increased slightly in 1952, were lowered again 
by very modest amounts in 1953 and 1954.38 


Table 4.21 
PERSONAL INCOME TAXES AS A PERCENTAGE OF INCOME 


Income 
$1,500 | $3,000 | $5,000 | $10,000 
Single, no dependents | 
OSH einen pene s ts ils, Sails fT Bye) nh1e5/ 15.4 21.6 
D5 Deve paeeat ttl ctieesias ik ss ks di sers stews 6.2 13.1 17.0 233 
1 OE st Sithcnnis b acdreRbaaec: Ui ae hee eee 6.0 12.7 16.2 21.6 
1 Ee Lene OS ¢1O osc eit Ae en ayy 12.0 By 202. 
Married, two children 
OSA Mae rN, Seats erie © US ELLY 0 3.9 10.0 17.4 
LOS ON ais tia ey cet coed a ne ae 0 4.3 Li. 18.8 
IO SORpRG eece  cee eG 0 4.2 10.8 17.6 
HOS Areas etree creieaes METAS Ce CTY 0 4.0 10.1 16.4 


Norte: The above figures show the actual tax liability of a taxpayer with children who receives family allowance, 
but average family allowances have not been deducted from tax paid. It is assumed that all incomes are 
entirely earned incomes. The old age security tax (1952: 1 percent of taxable income with maximum of 
$30; 1953, 1954: 2 percent of taxable income with maximum of $60) has been included in the tax liability 


The tax on corporate incomes was raised in the 1952 budget from 
15 percent to 20 percent on the first $10,000 of taxable income and from 
an effective 45.6 percent on profits over $10,000 to 50 percent.?9 In 
addition an old age security tax of 2 percent of taxable income became 
payable by corporations. In 1953 the 20 percent rate was reduced to 
18 percent, the 50 percent rate was reduced to 47 percent and the category 
of taxable income to which the lower of the two rates was to be applied 
was doubled from $10,000 to $20,000, explicitly as a further move in 
support of small business. The 2 percent old age security tax continued 
to apply. There were no changes in 1954 save that the provision in the 
income tax regulations which limits the deductions for capital costs to the 
amount taken on the taxpayer’s books of account was withdrawn. Ac- 
cordingly, corporations were permitted to show profits of different amounts 
in their reports to shareholders than in their returns to the income tax 
authorities.*° 


There were considerable reductions in indirect taxes over Period II 
especially in 1952 and 1954 and particularly on consumers’ durables. 


38 It may be recorded here that the privilege of deducting a percentage of dividends from Canadian 
corporations from the tax liability of persons was increased in 1953 by changing the percentage 
from 10 percent to 20 percent ee 

39 Special provisions were made for corporations in Ontario and Quebec where provincial cor- 
poration income taxes continued to be imposed. 

40 It should be recorded that the deferred depreciation regulations were terminated in November 
1952 on all properties acquired after December 31, 1952. 
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The consumer credit restrictions that had been imposed in November 
1950 and tightened in March 1951 were relaxed in January 1952 and 
withdrawn in May 1952. 


The United States dollar remained at a discount in Canada throughout 
Period III. The Canadian dollar strengthened very considerably in the first 
three quarters of 1952; while for the first seven months of 1952 the dif- 
ference between long-term bond yields between Canada and the United 
States increased. 4! The difference in bond yields reached its maximum in 
July 1952 and then declined through May of 1953. The United States dollar 
strengthened in Canada, albeit hesitatingly from September 1952 through 
June of 1953. As the difference in bond yields again increased in the last half 
of 1953 and through January 1954, with the fall in yields in both countries, 
the Canadian dollar strengthened again, reaching its highest quotation in this 
swing in February 1954. A sharp drop in the difference in yields in 
February, March, April and May of 1954 was reflected in a weakening 
of the Canadian dollar again. The levelling out of the decline in bond 
yields and subsequent upturn in both countries in the balance of 1954 was 
accompanied by a decline in the price of the United States dollar in Canada 
in June, July, August and September and the stability of the quotations in the 
last quarter of the year, in spite of continuing moderate decline in the 
differences in yields. This fairly close relation between the differences in 
bond yields and the rate of exchange, is of course a reflection of the sensiti- 
vity of borrowers and lenders in Canada and the United States to differences 
in yields after allowance for the effect and likely effect of the exchange rate 
on the cost of money or securities. The matter has been expressed rather 
succinctly as follows: 


“ .... A rising value of the Canadian dollar reduces the incentive 
for Canadians to borrow in the United States or for Americans to buy 
Canadian bonds, and therefore tends to widen the spread between 
Canadian and U.S. interest rates. On the other hand, a widening of 
the spread between interest rates in the two countries may encourage 
the movement of capital from the United States to Canada, and there- 
fore tend to strengthen the Canadian dollar’”.* 


Throughout this period, the exchange authorities continued their policy, 
adopted after the freeing of the rate in October 1950, of “helping to 
maintain orderly conditions without preventing basic supply and demand 
factors from determining the level of the rate’.*? It should be remarked 
however, that differences in government bond yields in Canada and the 
United States were not always in the same direction, nor, when in the 


41 Long-term bond yields are normally higher in Canada than in the U.S. but they fell in each 
of the first 5 months of 1952 in the U.S., and then started to rise slowly, while in Canada, yields 
on the 15-year theoretical government bond rose somewhat over the first four months, dropped 
slightly in May and then rose fairly rapidly for the next four months. 

42 Monthly Review, The Bank of Nova Scotia, Toronto, February-March, 1954. 

43 Foreign Exchange Control Board, Annual Report to Minister of Finance for the Year 1951, 
Ottawa, p. 19. 
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same direction, of the same degree. The central bank as one of the traders 
in the government bond market, had an influence on government bond 
yields and through them on other yields and thus indirectly on the rate 
of exchange. 


c. Concluding observations 


In the third triennium of the post-war period, Canadians for most 
of two years enjoyed high and rising income and employment, but in the 
last fifteen months or so experienced a considerable rise in unemployment. 
Expenditures on social capital, especially housing, were well maintained. 
Indeed, as we saw, housing was one of the strong categories of demand in 
the last two years. 


Both monetary and debt policy were appropriate through this period, 
and interest rates and exchange rates were given a substantial measure of 
freedom to assist in the adjusting of effective demand and supply. 


5. 1955 and 1956: Growth with rising prices 


In Period IV of our survey of post-war years, real output increased 
by an average of a little more than 8 percent in each year which was higher 
than in any previous post-war year, and probably higher than could be 
maintained indefinitely. This performance was not adequate to prevent 
pressure in the goods markets and the capital markets however. Prices 
rose by a little less than 6 percent at the wholesale level and slightly less 
than 3.5 percent at the retail level from January 1955 to December 1956. 


This third post-war inflation differed from the earlier two in several 
respects, but we should like to emphasize in particular the relative changes 
in interest rates and prices in the three waves of inflation.44 In the first 
wave, as we have seen, prices rose very substantially, but not until prices 
had been rising for two years (to consider January 1946 as the start 
of our story) was any adjustment allowed in government bond yields and 
these adjustments were comparatively slight and took place mainly in the 
long-term market. In the second wave of inflation, ending in mid-1951, 
interest rates were allowed to rise substantially and the pressures of infla- 
tion were shared much more evenly between the capital markets and the 
goods markets. Between September 1949 and July 1951 wholesale 
prices and consumer prices rose by about 25 percent and 14 
percent respectively. Over this period the yield on the 15-year 
theoretical government bond rose by 16 percent while the average rate at 
tender for 3-month treasury bills rose over 50 percent. During the 
third wave of inflation the percentage rises in yields in both the long and 
short bond markets far outstripped the rises in prices at either the wholesale 
or retail level. For example between January 1955 and December 1956 
the tender rate on treasury bills rose almost 250 percent (248.5 percent) 


44 See Chart 4.5 at the end of Chapter 4. 
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and the theoretical yield on 15-year government bonds rose 28.5 percent. 
Wholesale prices, which in this period rose rather more than consumer 
prices, advanced less than 6 percent as we have remarked. In such 
comparisons as these, some may wish to take slightly different intervals 
for the calculation of relative changes, but the ones we have selected 
fairly illustrate our broad generalization that the brunt of the first post-war 
inflation was reflected in the goods market, the impact of the second was 
shared much more evenly between the goods and capital markets, while 
the third had its main reflection in the capital markets. This generalization 
in turn reflects many circumstances and developments not all confined 
to experience within Canada but in particular it reflects the growing wil- 
lingness of the monetary authorities over the post-war years to use the 
powers at their command. In 1955 and 1956, the Bank of Canada exercised 
increasingly stringent control and achieved what must be counted con- 
siderable success in restraining the demands for finance in the economy. 


a. Economic activity and its financing —a review of the aggregates 


The last two of the eleven post-war years here under review were 
like the first three in that they were dominated by the growth of investment 
expenditures. In 1955 real expenditures on residential construction advanced 
some 10 percent; real expenditures on non-residential construction rose 
7 percent and those on machinery and equipment rose 4 percent. The 
gains as measured in current prices were somewhat higher. In 1956 
investment expenditures also dominated the picture but by virtue of the 
fact that an almost complete levelling out of expenditure on housing 
was offset by gains of 30 percent and 21 percent respectively in real 
expenditures on non-residential construction and machinery and equip- 
ment. Consumer expenditures on goods and services in current values 
grew by 8 percent in each year; government expenditure in current dollars 
rose by 7 percent and 10 percent respectively in 1955 and 1956. Exports 
advanced 7 percent in real terms in each year, and 12 percent and 10 percent 
in current values in 1955 and 1956 respectively. Imports increased rather 
more rapidly, 13 percent and 16 percent in real terms and 16 percent and 
19 percent in current values in 1955 and 1956 respectively. These divergent 
rates of increase in current values of exports and imports were reflected 
in the growth of our current account deficit in the balance of payments 
with other countries especially the United States. The total of expenditure, 
gross national expenditure, increased by 9 percent in 1955 and by 11 
percent in 1956. The details of these percentage changes in gross national 
expenditure and its main components are shown in Table 4.22. 


We do not have full transactions accounts for the years 1955 and 1956. 
The transactions that are recorded in the national accounts are shown in 
abbreviated form in Table 4.23. The estimates of the balances of saving 
over investment that we have for the main sectors are shown separately 
in Table 4.24. The sectors with deficits were business and municipal 
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Table 4.22 


PERCENTAGE CHANGES IN GROSS NATIONAL EXPENDITURE 
AND ITS MAIN COMPONENTS—1955 AND 1956 


1955 over 1954 1956 over 1955 
Categories of Expenditure Constant | Current | Constant | Current 
dollars dollars dollars dollars 
Gross national expenditure.............. 9 9 4 11 
Personal expenditure on consumer goods 
ATC: SERVICES PMR shee, Srey ae R lee! 8 8 5 i 
Government expenditure on goods and 
SORVICER NIST ee hee 4 7 4 10 
Business gross fixed capital formation... . i 9 20 Di]. 
New residential construction............ 10 2 7 11 
New non-residential construction........ 7 11 30 38 
New machinery and equipment .......... 4 5 21 29 
Exports pets las et Wreteh eects Luss, cael vie wc RE U 12 7 10 
REN OTISS otra 4a, errata oe oF, as cc 13 16 16 19 


governments, sectors which typically had deficits throughout the post-war 
period. Consumer saving in 1955 was substantially higher than in 1954, 
but not nearly so high as in the previous three years. Consumers increased 
their saving in 1956 by some $680 million, to $1,540 million, and thus, 
according to our estimates, established a new post-war peak. The business 
deficit in 1955, over half a billion dollars higher than the deficit in 1954 was 
some $200 million higher than the average of the deficits for this sector 
over the previous post-war years. The increase of the business deficit by 
$1,648 million in 1956 was one of the outstanding changes in the sector 
deficits in Period IV. This increase in the deficit was about $200 million 
more than the increase in fixed investment expenditures in the economy. 


The federal government ran a surplus in both 1955 and 1956; at 
$595 million the 1956 surplus was of substantial proportions and over 
$400 million larger than in 1955. The surplus of the provincial govern- 
ments was smaller in each of the last two of the post-war years under 
review than in the years 1952 to 1954 and the surplus for 1956 was the 
smallest in any post-war year with the exception of 1949. The deficits of 
the municipal governments continued to mount. 


The surplus of the rest of the world in 1955 was larger than in any 
earlier post-war year and probably larger than in any previous year. In 
1956 the surplus of the rest of the world was twice as large as in 1955! 
In 1956 Canada’s deficit in the current account of the balance of interna- 
tional payments was not much less than the total of saving in the consumer 
sector of the economy and her deficit with the United States was over $100 
million larger than consumer saving. 


Though we cannot account for the disposition of surpluses and deficits as 
completely as for earlier years, we can indicate some of the changes in the 
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Table 4.24 
BALANCES OF SAVING OVER INVESTMENT, 1955 AND 1956 
(millions of dollars) 


Sectors 1955 1956 
if OSB SMONET Scaseie tn eee hans AME 9 cee a 865 1,541 
Eis VUR CE BUSINCSS A ets toc Ri cco cae ee —1,630 —3,278 
VIII Poderaleovermment): . eae ob nc ee. hekko ek 188 595 
IX Provincial Sovernments>s. oo wc. seen eke 114 24. 
xX Munietpal covernments®. is 1.5 nos eck enue — 216 — 240 
WATTS XCM GO veriitinenes Netae ais. hi Noes nolo dr cs Sous ee 86 379 
XI INGSUO RPG WOE Gents atoctoins sictocteera ol. ok etn 679 1,358 


a Included here are non-financial business and financial business. The estimates for 1955 and 1956 include 
inventory investment by government. 


b These estimates for 1955 and 1956 exclude inventory investment by government which is not separately 
available for these two years. 

financial accounts of the main sectors. We shall first give such information 

as we have on a few categories of transactions, and then give a resumé 

of the accounts of the banks, the life companies and the rest of the world. 


Bank deposits*® in Canada increased by some $650 million in 1955, 
and by approximately $260 million in 1956. Personal saving deposits 
increased rather more in 1955 than in 1956 the totals being some $415 
million and $375 million respectively. Other Canadian deposits held by 
the “general public”4* increased by $235 million in 1955 but decreased 
$120 million in 1956. Government of Canada deposits at the chartered 
banks and at the Bank of Canada increased by $375 million in 1955 but 
were drawn down by $320 million in 1956. 


Government of Canada debt,4? direct and guaranteed, increased by 
$550 million in 1955 but was decreased by $780 million in 1956. Thus, 
while in 1955 the government built up its deposits and its debt, in 1956 
it used deposits as well as its surplus to pay off debt. In 1955, the Bank 
of Canada, the government accounts and the “general public” were net 
buyers of government securities. The Bank of Canada increased its holdings 
by some $150 million, the government accounts bought nearly $290 million 
and the public bought $370 million. The public’s transactions included pur- 
chases of treasury bills of $290 million, Canada Savings Bonds of $340 mii- 
lion and sales of other issues of $260 million. The chartered banks sold secur- 
ities in 1955 to the extent of some $250 million. In 1956, the most arresting 
figure in the statistics (see Table 4.25) is that for chartered bank sales of 
Government of Canada securities; the banks sold some $915 million worth of 
government bonds and bought $315 million worth of treasury bills so that 


45 The figures quoted here are differences in year-end totals after deducting total bank items in 
transit from total deposits and from deposits other than personal saving deposits. The figures 
have been rounded to the nearest $5 million. 

46 The term “general public” as used by the Bank of Canada, excludes the Government of Canada, 
the Exchange Fund, the Bank of Canada and the chartered banks. 

aT The figures we cite are rounded to the nearest $5 million and are taken from the Bank of 
Canada’s Annual Reports for 1955 and 1956. Figures for 1956 are in terms of par values and 
are therefore not directly comparable with those for 1955. 
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net sales of government securities for the year totalled $600 million. The 
banks were joined as net sellers by the public. The public’s net increase 
in Canada Savings Bonds was only $110 million; and they sold other bonds 
to a slightly greater extent and also sold treasury bills in the amount of 
$210 million, so that the public’s net sales for the year were $220 million. 
The central bank and the government accounts were not significant net 
buyers in 1956, buying a net amount of less than $40 million between them. 
The treasury itself took up the securities and retired them.‘ These transac- 
tions in the government debt reveal that once again in post-war Canada, 
inflationary developments were accompanied by a debt management policy 
which involved using the cash surplus and indeed some of the cash as 
well, to retire debt. In this period, as in the second wave of inflation, 
the bulk of the debt taken up by the government in this way was drawn 
from the chartered banks. It will be recalled that it was only as far back 
as the recession of 1954 when a large block of this debt had been acquired 
by the banks. We shall refer to this matter again a few pages below in our 
sketch of monetary policy in 1956. 


Bank loans in Canada increased more in 1955 than in 1956, the 
amounts being $795 million and $510 million respectively. We give in 
Table 4.26 a distribution of the increases and decreases by broad sectors 
or groups of sectors. It will be seen that bank loans to persons after a 
very substantial increase in 1955 were at the same level at the end of 
1956 as at the end of 1955. Loans to non-financial business increased $10 
million more in 1956 than in 1955. Loans to financial business, very high 
in both years, were slightly lower in 1956 than 1955. Of these financial 
loans, loans to instalment and other finance companies (including small loan 
companies) increased by $129 million in 1955 and $98 million in 1956. 


We are able to present a category account for instalment credit and 
charge accounts that is consistent with that given in the transactions 
accounts for 1946 to 1954. This is shown in Table 4.27. From this table it 
may be seen that consumers’ liabilities in this category increased very 
substantially both in 1955 and 1956. The increase in 1956 of $211 million 
was some $120 million less than the increase in 1952, the year of the 
largest increase in the post-war period in instalment credit and charge 
accounts of consumers. 


Accounts available for the banks are of course as full for Period IV 
as for the earlier periods. Inasmuch as we have already indicated the main 
trends in the chartered banks’ statements for 1955 and 1956, and will 
refer to them again in our review of monetary policy in this period our 
recapitulation at this point may be very brief. In 1955 deposits in Canada 
rose some $650 million while investments in Government of Canada 


48 The process was a little more complicated than this; for example, the government retired treasury 
notes in the amount of half a billion dollars held by the Bank of Canada which in turn bought 
treasury bills and other issues in roughly equal amounts to bring the net change in its portfolio 
over the year to an increase of $10 million. 
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Table 4.26 


CHANGES IN BANK LOANS? OUTSTANDING IN CANADA, 
1955 AND 1956 


(millions of dollars) 


Sectors 1955 1956 

I GOMSTMELS |e oe ee Osta ois wibteails siekelio tere teReactene 305 i 
II-IV Non-financial DUSIMESS=.. 2c.cc)e)- 2 e)ste + letedeselet=! oilers 310 321 
VIsVIL ‘Binancial business's... «<i le leie olor ele olor etersiers 136 122 
IX Provincial governments. ........+.++eseeseees Py) 12 
xX Municipal governments...........+-++se-eees 21 53 
Motaliloans in Caitadate wemns siete. wiclete orereterers 794 507 


a Excludes ‘‘day loans’’. 
Source: Bank of Canada, Annual Report to the Minister of Finance, 1956, p. 59. 


securities declined some $255 million. Investments in mortgages were 
increased $220 million, in corporate securities $130 million and in junior 
government securities $100 million. In 1956 deposits in Canada increased 
by $260 million while Government of Canada securities were drawn 
down by $915 million. Investments in mortgages were increased by $200 
million and in corporate securities by $30 million, while investments in 
securities of junior governments were reduced by $85 million. 


Accounts for the life companies, which for 1946-54 have been 
derived from reports to the Superintendent of Insurance have not been 
constructed for the years 1955 to 1956. However, the principal trends in 
these portfolios for these two years may be deduced from the figures 
published monthly in the Statistical Summary of the Bank of Canada 
covering the investment transactions of twelve life insurance companies. 
According to these figures the life companies continued to reduce their 
holdings of Government of Canada bonds in 1955 and 1956 and invested 
particularly heavily in mortgages and corporate and “other’4? bonds. 
Their reduction in government bond holdings was probably three and a 
half times as great in 1956 as in 1955 and their increase in investment in 
corporate and “other” bonds was nearly three and three-quarter times 
greater in 1956 than in 1955. On the other hand the net increase in 
investment in mortgages was very little greater in 1956 than in 1955. 


Information for the rest of the world account is nearly complete 
inasmuch as this account, as we have presented it for earlier years, is to a 
large extent a rearrangement of the balance of payments. We have 
remarked on the very large current account surplus of the rest of the 
world with Canada in 1955 amounting to $679 million and have observed 
that in 1956 this surplus reached the very large figure of $1,358 million. In 
1955 direct investment in Canada was $410 million and in 1956 reached its 
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Table 4.27 
INSTALMENT CREDIT AND CHARGE ACCOUNTS 1954, 1955 AND 1956 


(millions) 


1954 1955 1956 
rae A 7 Sars pare 
Debit 
Non-financial business’... fos... sco... 62 63. 54 
Tinamcial businessbety cash, gD aa. —45 135 244 
TOtale nme Riera ae nt et Tea 17 198 298 
Credit 
COMSURISe eet ht ee ee B59) 170 211 
Non-financial businessd....................., —20 28 87 
Nee eles coh A eh re 17 198 298 
a Residual. 


b Increments in total retail balances outstanding of instalment finance companies, Bank of Canada, Statistical 
Summary, May 1957, p:. 157: 


c Increments in charge accounts and ‘instalment credit in. estimates of consumer credit outstanding, Bank of 
Canada, Statistical Summary, March 1957, p. 89. 


d Increments in balances outstanding of instalment finance companies with respect to commercial and industrial 
goods, Bank of Canada, Statistical Summary, May 1957, Peeloas 


largest post-war figure of $525 million. Canadian direct investment 
abroad at $100 million in 1956 was also higher than in any other post- 
war year however. In 1955, retirements exceeded new issues abroad of 
stocks and bonds by nearly $20 million, but in 1956 net new issues of stocks 
and bonds abroad totalled over $540 million, also a post-war record. 
The detail of net new issues or retirements for 1955 and 1956 is shown in 
Table 4.28 from which it may be seen that provincial governments and 
corporations were particularly heavy borrowers abroad in 1956 with 
municipalities also borrowing a substantial sum. The trade in outstanding 
securities in these two years showed purchases barely above sales by 
Canadians in 1955, but in 1956 net sales by Canadians totalled $236 
million. The year 1956 was a record one for borrowing abroad and of course 
most of this borrowing was done in the United States. 


To sum up this record very briefly, before turning to the regulators 
of the flows of funds, we may characterize the years 1955 and 1956 as 
the years of the beginning of the third post-war wave of inflation. The infla- 
tionary wave of demand was spearheaded by demand for capital goods 
(housing in the first year and business capital in the second) and supported 
by funds from abroad and from domestic sources, a principal channel for 
the latter flow being via taxes to government, then via debt retirement to 
financial institutions and thence to business enterprises, junior govern- 
ments and even back to consumers through finance companies. This is an 
over simplification; any generalization is. There was indeed an expansion 
of credit by the banking system; there were many eddies and cross-currents 
in the main stream of financial flows. But nevertheless there were two 
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Table 4.28 


NET ISSUES (++) OR RETIREMENTS (—) OF CANADIAN SECURITIES 
IN TRANSACTIONS WITH NON-RESIDENTS, 1955 AND 1956 


(millions) 

1955 1956 
Bonds and debentures... .....- 22 e cree ce cence nee coneicieee —78 468 
Government of Canada (direct and guaranteed)......... —95 —73 
Provincial governments (direct and guaranteed)......... ss mre 
Municipal GOVEFDMENS. . were sec e reece ses eetee renee 8 26 

CDEPOTALIONS sis. soso open oo eines) =» es irhel eis * enaayras 
60 73 

Stocks, common and preferred... .....-+-eeee reese reece 
—18 541 

Total, bonds, debentures and stocks.......+++++++++++: 


Source: Dominion Bureau of Statistics, Sales and Purchases of Securities Between Canada and Other Countries, 
December 1956 and Review of Security Trading During 1956, p. 2. 


broad channels through which funds flowed to the buyers of current 
output: one, a very large one, came from abroad; the other was that through 
which banks and life insurance companies were able to obtain funds for 
spenders by selling Government of Canada securities. But this great 
demand for funds, the counterpart of the demand for goods, was greater 
than could be supplied out of the current incomes being generated by 
productive activity and the pressure in the goods and capital markets was 
severe. Let us now review briefly the record of the regulators of the flows 
of funds in this period. 


b. The regulators of the flows of funds 


Monetary policy was directed toward restraining the increase in 
credit in the economy from early 1955 throughout the balance of the 
period. In the second quarter of 1955 the rate of economic activity 
increased significantly as expenditures on consumer and capital goods 
advanced sharply and the percentage of the labour force unemployed 
started to decline from its winter high. Bank loans in Canada, which 
had been rising since February, began in the second quarter to rise 
more rapidly, and the liquid asset ratio, the ratio of cash reserves, day 
loans and treasury bills which was lower in the second quarter than the 
first after mid-year moved decisively downward. Yields on treasury 
bills and the shorter government bonds started up in February and by 
mid-year yields on all government securities were rising. In the third 
quarter as yields continued to rise and the liquid asset ratio continued to 
fall the banks began the sales of Government of Canada bonds that 
continued throughout 1955 and 1956. At the middle of February 1955 
the Bank of Canada lowered bank rate from 2 percent to 114 percent, 
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a technical move to bring the rate into line with short-term money 
rates. Later in the year, as interest rates continued to climb, bank 
rate was raised in three successive jumps to bring it to 234 percent on 
November 18, 1955. The Bank of Canada held meetings with the 
chartered banks in September, November, and again in December. At 
the September meeting the Governor of the Bank “discussed with the 
banks the rapid increase which appeared to be taking place in their term 
lending to corporations”, and “a weekly report for each bank of the 
amount of its forward commitments in respect of term lending (for 
items in excess of $25,000) was instituted”.®° The volume of forward 
commitments unavailed of at the beginning of November when the first 
complete information became available was found to be in excess of 
$400 million. On November 21, the Governor expressed to the banks 
the view that the rate of increase of bank credit was greater than could 
be tolerated once full employment was reached. At the end of November, 
it was agreed with the banks that they would “in general cease making 
new commitments for term lending’.®! This was the third occasion 
in the post-war period on which such an agreement was reached. Not 
only had the banks increased their commitments, they had also reduced 
their liquid assets (cash, day loans and treasury bills) to 11.3 percent 
of deposits from the 14 percent that had prevailed a year earlier. The 
Bank of Canada felt that the expansion of loans, by reducing liquid 
assets (instead of by selling bonds to a greater extent) and the increase 
of commitments had delayed the reaction of the banking system to tighten 
monetary conditions and it “urged the adoption of a standard practice 
regarding. the maintenance of a minimum ratio of liquid assets... to 
deposits ... (to) help the central bank in the task of restraining inflationary 
pressures that might develop in the future... The banks agreed to work 
to achieve by May 31, 1956, a minimum liquid asset ratio of 15 percent 
which they will endeavour to maintain on a daily average basis from 
June on”.*? This agreement necessitated substantial purchases of treasury 
bills by the chartered banks in the first several months of 1956. The 
daily average cash reserves of the chartered banks increased from $816 
million in December 1954 to $863 million in December 1955. They 
averaged $816 million over the first half of 1955 and $852 million over the 
last half. 


In 1956 the banks gradually built up their liquid asset ratio to the 
required amount by the end of April and this undoubtedly restrained 
their expansion of loans and non-federal investments. The liquid asset 
ratio remained fairly constant from the middle of the second quarter to 
the end of the year. Daily average cash reserves increased $27 million 


50 Bank of Canada, Annual Report, 1955, pp. 17-18. 

51 Bank of Canada, Annual Report, 1955, p. 18. In the Annual Report for 1956 the character of 
this agreement was amplified: ‘“The banks agreed that they would refrain from making term loans 
(as defined) in excess of $250,000 to business corporations and likewise would not purchase 
directly from such a corporation its bonds or debentures or other securities.” (p. 33). 


52 Bank of Canada, Annual Report, 1955, pp. 16-17. 
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from December 1955 to December 1956 and averaged $861 million 
in the first half of the year and $885 million in the second half. The 
banks were able greatly to expand loans in the first half of the year in 
spite of the need to build up the liquid asset ratio. They sold federal 
bonds at an accelerating rate in the first half, at a considerably diminished 
rate in the third quarter and at a more rapid rate again in the final quarter. 
The rise in general loans continued unabated until late in the second 
quarter and though they rose seasonally during the last half of the 
year, they declined over the last two months to a level below the value 
at mid-year. 


Bank rate was raised on several occasions during 1956 as yields in 
the government securities markets continued to rise, and on the first of 
November the Bank adopted the policy of automatically fixing bank 
rate at one-quarter of one percent above the average rate on treasury 
bills at the most recent auction of bills. Bank rate stood at 3.92 percent 
at the end of the year. As we have observed earlier, interest rates rose 
substantially over the year and yields on government securities maturing 
in approximately five years rose above those on longer and shorter 
securities. Interest rate rises were not confined to government securities 
of course; yields of corporation bonds, provincial and municipal bonds 
also rose. The rate on prime commercial loans, which had remained at 
4\% percent for many years, rose to 5% percent and rates on savings 
deposits in the banks and other institutions also rose. 


During 1956 the Bank held discussions with the governing bodies of 
the three principal stock exchanges concerning the desirability of restraining 
any further increases in the amount of credit used in stock market trading. 
Although after November 1955 the banks did not increase their lines 
of credit to finance companies and retail stores providing instalment 
finance facilities, actual loans to instalment and other finance companies 
increased some 28 percent in 1956. The Bank of Canada in 1956 held 
discussions with the major instalment finance companies “with a view 
to seeing whether some voluntary agreement could be reached among the 
leaders of the industry to prevent any further significant increase in the 
total volume of credit of this character. It turned out that agreement 
of all concerned could not be reached”.5? The chartered banks then, 
in November 1956, took steps to ensure that no further increase in their 
loans to finance companies would take place.54+ Discussions were also 
held with the major department stores and chain stores but no agreement 
was reached on restraining increases in consumer credit extended by these 
concerns. On the other hand major department stores agreed among 
themselves before the meeting to stop the practice of selling goods without 


requiring any down payment. It is not clear how successful this 
agreement was. 


53 Bank of Canada, Annual Report, 1956, p. 34. 
54 Ibid., p. 9. 
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In the budget of 1955 reductions in the personal income tax were 
introduced which reduced the income tax payable by some 12 percent to 13 
percent for 85 percent of the taxpayers. This reduction did not become 
effective until July 1, 1955, and so its impact was not felt on all 
income earned in 1955. No further changes in income tax rates were 
made in the 1956 budget. Personal income taxes as a percentage of 
income are illustrated for the years 1954, 1955 and 1956 in Table 4.29. 
In the 1955 budget the 47 percent rate of tax on corporation incomes 
over $20,000 was reduced to 45 percent effective January 1, 1955, 
There were other changes in the tax regulations to which reference 
will be made subsequently in this volume. Perhaps we might record 
however that in the 1955 budget, the tax laws giving special incentives 
to the oil, gas and mining industries which, for several years had been 
extended annually, were for the most part made permanent. 


Table 4.29 
PERSONAL INCOME TAXES AS A PERCENTAGE OF INCOME 


Income 


$1,500 $3,000 $5,000 $10,000 


b OLS Cheek GCS atts cited Aa wm Pre Ie Se 12.0 hoe 20.2 

ES ae eee eT 53} LS 14.4 1933 

PISO r ee tee. Sete. cee Ree 5.0 10.7 13.6 18.4 
Married, two dependents 

FO Tyo CROONER Re ees 0 4.0 10.1 16.4 

LOSI asc Me rs ce oath, ene ek 0) Sail 9.6 15.6 

LO SGM atrlaeetanth cP ae BU: os 0 3.5 On 14.9 


Note: The above figures show the actual tax liability of a taxpayer with children who receive family allowance, 
but average family allowances have not been deducted from tax paid. It is assumed that all incomes are 
entirely earned incomes. The Old Age Security Tax (2 percent of taxable income with maximum of $60) has 
been included in the tax liability. 


We have referred to the fact that interest rates and especially short- 
term rates rose from about the beginning of 1955 through to the end 
of 1956. The United States dollar in Canada remained at a discount 
throughout 1955 and 1956; broadly speaking the discount diminished 
through 1955 and increased through 1956. During the first seven or eight 
months of 1955 the difference in yields between comparable United States 
and Canadian securities narrowed and the value of the United States dollar 
rose. In the latter part of 1955, while Canadian yields were rising United 
States yields were not; the spread widened but the United States dollar 
continued to appreciate. After the first quarter of 1956 when the difference 
in yields was reduced slightly and the rate of exchange remained fairly 
steady, the difference in yields again increased considerably and the value of 
the United States dollar fell to a discount of almost 4 percent by the year-end. 
During the first and last eight-month intervals of the period 1955 to 1956 
the relation between the rate of exchange and the difference in bond 
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yields as between Canada and the United States, which we had noticed 
in Period III, again emerged. It was not so apparent in the middle eight- 
month interval. 


c. Concluding observations 


In the fourth period of the post-war interval Canadians enjoyed a 
recovery from the unemployment of 1954 and the first quarter of 1955, 
but the demands for current output, especially of capital goods, made 
effective by funds deriving from private domestic saving, the application 
of government surplus and cash to debt retirement, credit expansion, and 
foreign sources, exceeded the supplies that could be made available and 
inflation resulted for the third time since the war. Measures of monetary 
control were used with determination and many avenues of defence 
were explored by the monetary authorities. Interest rates rose substantially, 
serving to attract funds from abroad, strengthen the exchange rate and 
encourage the flow of goods from abroad. But prices of goods and 
services rose though yields in the capital markets rose much more 
relatively to prices of goods than in either of the two preceding post- 
war inflations. The prime rate on bank loans crowded the statutory 
ceiling of 6 percent on bank lending rates and thus this particular 
instrument of rationing in the capital markets was prevented from ration- 
ing to the extent it might have. The ceiling on mortgage rates charged 
on loans made under the National Housing Act, being kept from rising 
pari passu with rates on conventional mortgages, resulted in a diversion 
of funds from this type of home buyer to other demanders. Since interest 
rates were given freer rein however in this period, and since monetary 
policy was pursued with great vigour, some of the rigidities in the capital 
market and limitations of monetary policy were revealed. These rigidities 
and limitations we shall have to explore more fully below. 


6. Summary and concluding observations 


The review in this chapter of the aggregate indicators of economic 
activity and its financing in the post-war years has been long and rather 
detailed. In this final section we shall give a brief recapitulation and 
then offer a few observations on the performance of the regulators of the 
flows of funds relative to the objectives that have been sought. 


The post-war period has been one of very considerable growth in 
the economy. Through much of it, demand has pressed heavily against 
supply in the markets for goods and services and reflecting this, the 
demand for funds has pressed heavily against their supply. This buoyant 
demand for goods, and for funds has forced up prices of goods and 
yields of securities in three successive waves of inflation. This over-all 
development is exhibited in three charts which follow. In Chart 4.1, the 
growth of real output and output measured in current prices is shown. 
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In Chart 4.2, the movements of wholesale prices in Canada and the United 
States and consumer prices in Canada are pictured and yields of selected 
securities in Canada and the United States are compared in Chart 4.3. 


The sectors into which we have divided the economy in the National 
Transactions Accounts, have fairly consistently retained their status as 
net suppliers of funds to or net demanders of funds from other sectors, 
To be rather more specific, the consumer sector throughout the period 
has had a surplus of current income over expenditure on currently- 
produced goods and services. The federal government had a deficit in 
only two years: 1946 and 1954; the provincial governments had a deficit 
in only one year, 1949. The municipalities have consistently had a deficit 
as have non-financial businesses taken as a whole, though corporations 
showed a surplus in 1952 and government enterprises showed a surplus 
in 1946. The rest of the world was a deficit sector during the period of 
heavy foreign lending by the federal government in the early post-war 
years. It showed a deficit again in 1952, but apart from this one year 
the characteristic of the fifties has been substantial surpluses for the rest 
of the world. These surpluses reached quite exceptional figures in 1955 
and especially 1956. The changes in the surpluses and deficits of the 
main sectors of the economy are pictured in Chart 4.4. 


In the early post-war period, business and consumers were eager to 
use government bonds and bank balances accumulated during the war 
to acquire the goods and equipment so long denied to them. Their 
expenditures more than offset the effects of the decline in government 
defence expenditures. Foreign demand was Supported by government 
loans and stimulated by price rises abroad, though restrained in some 
countries by official exchange restrictions. The over-all eagerness of 
buyers of Canadian goods permitted the absorption of increased costs 
of imports resulting from the rise in prices in other countries and carried 
wholesale prices in Canada up some 50 percent between the beginning 
of 1946 and the end of 1948. There were very considerable relaxations 
of wartime control over prices and supplies in this period, but through 
income tax regulations respecting depreciation allowances and through 
the remaining controls over materials, there was considerable direction 
of expenditure by official regulation. Monetary policy throughout the 
period was directed more toward stabilizing government bond prices than 
to restricting the demand for credit and stabilizing prices of goods. 
Though there were reductions in taxes, the federal government developed 
substantial surpluses in 1947 and 1948 and used these together with the 
resources of other government accounts to acquire and in part to retire 
large volumes of government securities being placed on the market by 
individuals, business concerns and financial institutions. The movements 
of consumer prices and government bond yields in Canada and the United 
States in this period are compared in Charts 4.2, 4.3 and 4.5. 
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After a year and a quarter of considerably relaxed pressure in the 
economy, demands increased substantially again and by the second 
quarter of 1950 wholesale prices were once more moving above the 
levels they had attained in the first post-war wave of inflation. Speculative 
buying in the private sector of the economy and an accelerating defence 
programme, both generated by the crisis in Korea, increased the pressures 
in the economy and induced the second post-war inflation which continued 
until the middle of 1951. Monetary policy in this period was more 
flexible and more appropriate. The handling of the great and sudden 
influx of United States dollars which preceded the freeing of the exchange 
rate in October of 1950, we have described as “resolute”. A variety of special 
controls on credit were applied in this period in addition to traditional 
open market operations. These included the ceiling on bank loans, 
consumer credit controls, restrictions on term loans by banks (also 
imposed by agreement in 1948) and restrictions on loans to instalment 
finance companies. Budgetary policy embraced the increase of taxes and 
the imposition of deferred depreciation regulations. In the management 
of the federal debt the surpluses of the government acquired through 
taxation were to a very considerable extent channelled back into the hands 
of private spenders. This policy was helpful in the circumstances of 1949 
but mitigated the rise in interest rates in late 1950 and early 1951. 
Changes in prices and bond yields in Canada and the United States in 
the second period of inflation are shown in Chart 4.5. 


During 1952 and 1953 the economy enjoyed a period of growth 
that was free of inflation. In 1954, in common with the United States, 
a mild recession was experienced, but this was short-lived. Renewed 
upsurges of demand in 1955 entailed further rises in prices that persisted 
through 1956. Monetary policy was again adapted to the requirements 
of the day, though its effects on interest rates were attenuated by debt 
retirement especially in 1956. While the surplus of the federal government 
increased in 1955 and 1956 this was not the result of any increases in 
tax rates; tax rates were indeed reduced during this third wave of inflation. 
The relative movements of prices and yields of government securities 
in this period are shown in Chart 4.5. We have remarked earlier that 
in each successive post-war inflation, the yields of securities have risen 
more, relatively to prices, as monetary policy has been more forcibly 
applied. This fact emerges clearly from a comparison of the three panels 
of Chart 4.5. The relation between the differences in yields of Canadian 
and United States federal government securities and the price of the United 
States dollar in Canada has been a fairly close one since the freeing of 
the exchange rate by the Canadian authorities in the fall of 1950. An 
indication of this relation is displayed in Chart 4.3. Too much must not 
be made of it of course, in particular no one should conclude that 
transactions recorded in the capital account of the balance of payments 
determine the rate of exchange! Rather, transactions in goods, services 
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and financial assets are determined by and determine prices of goods, 
securities and currencies. However, this mutual determinacy ensures that 
prices, yields and exchange rates will be interrelated. The relation 
between yields and the exchange rate tended to take a particular form 
during the 1950’s, with the price of the American dollar rising in Canada 
when the spread between Canadian and United States yields narrowed. This 
is the relationship exhibited in Chart 4.3. 


Some of the objectives which have been sought in the Canadian 
economy in the post-war period have been achieved with outstanding 
success. There has been no major post-war recession. It had been 
commonly thought that a sharp rise in prices after the war might quickly 
be followed by slackness in the economy with considerable unemployment 
of resources in the latter part of the transition period. In fact no such 
recession developed in that period, nor indeed until 1954 and even 
then, it is gratifying to write, the recession was mild and short-lived. 
Seasonal unemployment we have had each winter, but viewing the 
period up to the end of 1956 as a whole, surely Canadians are entitled 
to relief and satisfaction that the aim of maintaining “high and rising 
levels of employment” set forth explicitly in the White Paper on Income 
and Employment in 1944 has been very largely realized. 


The multi-dimensional objective of economic growth has also been 
served well in the post-war period. The population has grown, real output 
has grown, output per head and consumption per head all have grown. There 
has been an increase in the stock of capital that has added to the productive 
capacity of the economy. The discovery of new resources has proceeded 
apace under the stimulus of growing demands for them. There have 
been some industries that have languished or lagged in the period but 
it would be difficult to review the records of the post-war years and 
conclude other than that the economy has been enormously prosperous 
and has enjoyed one of its great periods of expansion. 


The objective of providing social capital has been attended to as well. 
While vast sums have been spent on industrial capital, very large sums 
have also been spent to divert resources into social capital. Over the 
years 1946 to 1956 expenditures for social capital have been nearly 39 
percent of all expenditures on new construction and new machinery and 
equipment. The annual percentages are shown in Table 4.30, along with 
averages for the years 1937-39 and 1927-29. Although the figure for the 
years 1937-39 is higher than that for the post-war period, the latter figure 
is higher than that for 1927-29, indicating that we have not devoted a 
smaller but probably a rather larger percentage of our investment expendi- 
tures to social capital in the post-war years than in our last great period 
of economic growth.®® 


55 For purposes of these comparisons, social capital has been defined as capital expenditures by 
government departments, expenditure on new residential construction, and new investment 
expenditures by “institutions”? (embracing churches, hospitals, schools and universities). 
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Table 4.30 


RATIO OF EXPENDITURES ON SOCIAL CAPITAL 
TO TOTAL CAPITAL EXPENDITURES, SELECTED YEARS 


POD T229 eek evw Shei! Sictale wishes tele mois, uma Valuer talere paral 35.0 
(RY AS On eC et tc ot Crier Seed) OI 2° 45.0 
TAG aes. socolspc vo es) oseie7 creo oneu ote (o tse eta ate tana 41.7 

A QAT sce saeco, arae' spate avaye oeuelon deh nba) oe) deh Lse eee 37.0 
GAS soca aw ayehete exons: chor chsralsvel ste) srer one aletecels ket teen meters 38.0 
0) eR Ok GOR concn A On Ges oo cicisums, ao myo 4 O 39.1 
LOSO\s Boe Romrerc tei: ovststs 6-5) an oasiel «fa oy clove ekeio vein c teeter SON 
et Perea aeLya tie ier Ep MOR Gao tho odd Sood on. « 36.1 
LOS 2iaie-& os crstenufelense,01 1s Sieis s\apetetelaueuel tate ote tu en ie netaene 36.5 
Chk Peterhen petrabcea bash soc concep omatacs cooud G00 37.8 
Ls? WRices ences Natal + ae Geitho Drm GoOoob oc 5.6 40.6 
IER Ror o.oo cota OO OTM OOD OO ogo eos ope 43.2 
Ub Reels Lic: Bian oo cenmidita edameec aloud acs ¢ 38.2 

eS eee RIAD nero jug Gitaor: cu nO oma Mamandodar oh 6dr 38.9 


Source: Private and Public Investment in Canada 1926-1951, Department of Trade and Commerce, Ottawa, 
1951 and Private and Public Investment in Canada Outlook, Department of Trade and Commerce, 
Ottawa, various years. 


Progressively throughout the post-war years direct controls over the 
economy, inherited from the war, were relaxed. Price controls were 
abandoned by stages, wage controls were dropped. Controls over scarce 
materials were used to a decreasing extent though they were revived in 
some degree during the period of shortage associated with the Korean 
War. Controls over the exchange rate were successively relinquished 
until the end of 1951 when they were dropped entirely. With official action 
now restricted to the stabilization activities of the Exchange Fund account, 
Canada has a freer foreign exchange market than most other countries. 
Yields of government bonds which were virtually pegged in the earlier 
post-war years were later given a great deal more freedom. In the main 
then, the trend has been to restore the price system to the place it 
occupied before the war brought a very large measure of central manage- 
ment of economic activity. 


If considerable success has been achieved in maintaining employment, in 
securing a larger basketful of goods for each consumer, in acquiring social 
as well as industrial capital and in restoring the price system after the 
war, the same can hardly be said of the control of inflation. The inescapable 
fact is that, even though our record may compare favourably with that 
of other countries, wholesale prices at December 1956 were 70 percent 
higher than in January 1946 and consumer prices were 60 percent higher. 


In this macroscopic review of the post-war record, we have not brought 
the workings of the price system into focus. We have directed our 
attention to official regulators, such as central bank policy, government 
debt policy, fiscal policy and broad movements of average or representative 
prices and interest rates. Certain aspects of the working of the price 
system in'the capital market we shall have to explore in the following 
chapters. However, some misgivings as to the performance of the regula- 
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tors of the flows of funds have emerged in this review of the aggregates. 
The fact that the economy operated under severe pressure through much 
of the post-war period has shown some weaknesses of the monetary and 
capital market machinery in relief. 


In particular, as the central bank exercised its control more vigorously 
it found itself obliged to use or recommend a variety of selective controls 
and to report that in the absence of other specific controls or remedies 
in special sections of the capital market it could not do more to preserve 
the value of money. Need was felt to impose a ceiling on bank loans 
on One occasion, to restrict term lending by banks, to recommend limitation 
on loans to finance companies, to place restrictions on credit to consumers,®¢ 
to offer suggestions for the future regulation of finance companies and 
for the future allocation of bank investments — to mention some of the 
special measures adopted. The fact that need was felt to adopt such 
measures points a finger to the working of the price system in the capital 
market. Does it work equally smoothly and quickly in all areas? Do 
impulses in one quarter of the capital market spread to other quarters? 
Are suppliers and demanders of funds responsive to changes in the cost 
of borrowed money? Do the costs of borrowed money vary or vary freely 
and readily? These are questions that were raised in Chapter 2. We 
have not disposed of the questions in this chapter, but the record of the 
performance and pronouncements of the monetary authorities here reviewed 
attests to their relevance. These questions will now come increasingly to 
the fore in our discussion, as we turn to consider, against this background 
of post-war experience, the financial problems associated with particular 
groups and institutions in the economy. 


56 Formally, these restrictions were not imposed by the Bank of Canada, they were imposed 
under authority then available to the government through the Emergency Powers Act which 
is no longer in force. * 
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Chart 4.1 
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Chart 4.3 
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Chart 4.4 


¥S6L 


£S6L cS6L 1S6L OS6L 6r61 8v6l 


125 


beh ‘Lb ‘Il’ '8"p Saige :aounos 


Lrél 9V6L 


000’¢ - 


| 000’z- 


000’T- 


WewUtA05 jelapa4 ay, ' 


a 
000‘¢+ 


AWONODA3 SHL SO SYOLDAS. YOFWW SO SLIDISSC YO SASNTdYNS TVANNY 


SYV110G 
4O SNOINTWN 


B 
rea] 
Ay 
n 
e) 
% 
Ay 
Q 
= 
e) 
Z 
ie) 
) 
a 
n 
< 
A 
< 
Za 
< 
3) 
Z. 
e) 
Z 
(eo) 
a 
2D 
= 


Chart 4.5 


*Dppub>) 


4° 


UDG e44 jo AdOWWAG |DdI4SI}O}g O44 Ul Poyiodas si S@ldas SIy| *4ysUOW-PlW jsesD9U 

Avpseupeay, By} Of UIDJJed D4YDP E44 “9G6l OF LS6L saved ayy Jo} /tjuow ayy jo sAop 

ss@ulsng ay} 18A0 spjaid fo saBo1aAD 4p YyLOW YIDa 40} B4DP 84} 9G6|—9p6| SDAA 
Yt 04 “8961-E961 ‘S| “29d Suanyou puog juswUseAcdd *¢*-) %4/Z BY) Jo PIA! 94] — SPja! A puog 
tanogo7 jo juawysndaq “sq 
*$314S14D}S 4NOGo 4 jo ND|INg Aq panss! xapuy 2214 q JaWASUOD UI PEeYsiiqngy — XApu) ad!1q4 JOUINSUO>) :S94D4g paytUG, 
*sjuawejddns sy! pub opoud> jo yUDG ayy jo AsoWUING |DD14;S1}D4¢ OUy | Pojodai OD Saljas asa} Jo YIog 

Yysuow S44 $O a/Pplul 94} jo SD ‘Spuog DPDUD-) jo jUBWILIAAOD IDeA C| UO a4D1 JODIJa109Y4] — SPja!, Puog 


OOL=6P6 FSO9 AY} UO YyUOW jo 4s414 OF Buljojas xepus ;OJO| — xapuy Bd!4Y4 JaWNSUOD :oppuDD — SIDYNOS 


996 SG6l IS6I Osé6! 6761 Svél Lvé6l 9r6l 
SL P| al 1 eee) SL 
E L | : : 
fren ee 
ool ool Oo =} 001 
St Stl [— = SUL | : .. 
| le 
[ F 
[ [ [ 
t VAVYNYVD VGYNVD | YOYNVD 
ost — — Ost ost i Jost 
‘es St ieee ina eae eon is Ps Ye 0 a te os 
r | 
ool ool ool 
4 
stirs W 4 40 ZL =| STL 
7 
i 
| Sdva14 GNOE = 
is Os ba ie tas ~—_— 
ost | 2 Ost} | | ost }— 4 0S1 
v's'fA wes'A | “v'S'n 


OOL=SS6l "NVI X3QNI 


001=6761l “Ld3S XSGNI 


O0OL=9¥6L “NVF XJQNI 


SQ13IA ALIMNDAS LNAWNYSAOS GNY SSDIYd YAWNSNOD AO SYSEWNN XAGNI 


126 


PART Ili 


SOME PROBLEMS OF FINANCE IN INDIVIDUAL SECTORS 
OF THE ECONOMY 


CONSUMER FINANCE* 


A. Introduction 


The heading chosen for this chapter is ambiguous, but deliberately 
SO inasmuch as we shall consider the supply of finance by consumers 
and to consumers. The institutions Specializing in supplying financial 
accommodation to the consumer sector will be discussed as well as the 
saving, lending and borrowing practices of consumers. Following the 
standard pattern for the chapters in this volume we shall first review 
the facts, statistical and otherwise, insofar as we have them, then turn 
to a discussion of regulators of the flows of funds into and out of the 
consumer sector and finally comment on the strengths and weaknesses 
of existing practices and patterns. It should be remembered in reading 
the chapter that not all relevant aspects of the regulation of the flows of 
funds are covered here, some of them are reviewed in subsequent chapters. 
In the final chapter of the volume we shall try to tie together, in an 
over-all assessment, the separate appraisals of the financial machinery 
developed in the chapters on individual sectors of the economy. 


A discussion of the financing of economic activity in the consumer 
sector is complicated by two considerations: the “split personality” of 
many individuals and the inadequacy of data. By “split personality” we 
refer to the fact mentioned earlier that many consumers are also pro- 
prietors or entrepreneurs in unincorporated business. Many such consumer- 
proprietors make no attempt to keep separate accounts for their diverse 
activities and any attempt to separate them must be based on conventions 
of doubtful utility. The paucity of information is related in part to the 
existence of such transactors. We need data from surveys of consumers 
and unincorporated enterprises that distinguish relatively homogeneous 
groups of consumers or consumer-proprietors and that provide estimates 
of sources and uses of funds, assets and liabilities for each such group. 
Such groups might, for example, be households not engaged in any business, 
farm households, households with members engaged in independent pro- 


* Charts referred to in this chapter appear on pp. 198-201. 
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fessional practice, and other households. Apart from income tax data, 
which fall far short of requirements in this field,t we have practically no 
information permitting the separation of households into groups as de- 
scribed. With one exception we have no official survey information in 
Canada at all giving financial data about consumers.” This being the 
case, we shall have to refer in this chapter to data for the United States, 
which though not ideal even for analysis of the American situation are 
rather more extensive than Canadian information. 


B. A Factual Review 
1. Consumers 
a. Aggregative data for all consumers 


As we have seen in Chapter 4, the consumer sector of the economy 
has been a net supplier of funds to other sectors of the economy throughout 
the post-war years. The ratio of the net amount supplied by the consumer 
sector — personal saving — to personal disposable income in the period 
1946 to 1956 is shown in Table 5.1. Roughly comparable figures for the 
United States are given for the same years. (The reader may consult the 
original sources for detail of the conceptual differences between the two 
series —- broadly they are defined similarly.) In both countries the ratio 
for the second quinquennium of the period was somewhat higher than for 
the first, though this difference was greater for the United States than for 
Canada. In 1956, the ratio was lower than the average for the preceding 
five years in both countries. 


There is an enormous transfer of funds between the government sector 
and the consumer sector. In the current transactions account it is recorded 
that over the eleven post-war years, consumers received transfer payments 
from the government totalling $13.8 billion. Offsetting this were transfers 
from consumers to the government sector as contributions to social 
insurance and government pension funds amounting to $3.5 billion and 
transfers represented by direct tax payments amounting to $12.4 billion 
On this particular calculation, which excludes several classes of transac- 
tions,® there was a net transfer from the consumer sector to the government 
sector of $2.1 billion in the period 1946 to 1956. 


In considering the main financial channels through which funds 
flow into and out of the consumer sector, Table 5.2 will be helpful as it 
shows the aggregate flows over the period 1946 to 1954. In interpreting 
the table it must be remembered that our data for the consumer sector 
are in many respects very weak‘ and that the flows in some categories 


Income tax data pertain to taxpayers not households, of course. 

We Shall refer to the exception, a recent DBS survey, in the next section. 

Such as, for example, transactions in Canada Savings Bonds, payments of indirect taxes by consumers, 
and wages, salaries and interest received directly by the consumer sector from government. 


Note the liability item under credits entitled “Other transactions and errors”; it amounts to 
16 percent of the net increase in assets (or liabilities). 
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Table 5.1 


PERSONAL SAVING AS A PERCENTAGE OF PERSONAL DISPOSABLE INCOME 


————— 


Year Canada United States 
DAO erie ie es Lee tg 10.0 7.6 
USE: Wes 5 7A sage. iis AS agi oS oe a ee See 2.3 
DOGS LTA hice is ee ee 9.0 5.6 
OES Ne OOS, ae tec ne ae 7.8 3.6 
tS SOMME OB he ee tek eR S| he ee 5.9 
PASSE ie aL iat, Se kay co EMR a el ee as US 5.0 
CE Te Nias: Ange DOS 2S eee eae ne a 9.0 7.8 
De eee RE re tesa 8.0 8.0 
| ERR bo Que a Se See Ge a i oe a ar a 7.8 7.9 
RUBE SS 9h ALE. oe pit eas ins ee 4.8 7.0 
WEBS ah chs GLI <5 kr he ara A a 4.7 5.8 
PAN CT ACG Gree ROME Mach Wee Gor 6.8 TES 
LOS Go camer apemreny Pah eke ee Weg 7.6 7.0 
UAB AV CLAGC Wo MEN a PERS) oo ap Ws pee see al 6.2 


Sources: Canada—D.B.S., National Accounts: Income & Expenditure, 1926-1956, 


United States—Department of Commerce, Survey of Current Business, various issues. 


are estimated with greater accuracy than in others. Moreover, private 
pension funds have not been presented separately as financial intermediaries, 
but have been consolidated with this sector. Thus, net contributions to such 
funds are not included in “Insurance and pensions” but, instead, the 
investments of the funds are included in the bond, stock and other 
appropriate categories. Finally, once again it must be recalled that flows 
directly related to the business of home owning are recorded in the 
unincorporated business sector. 


Of the net increase in assets recorded, over one-quarter is represented 
by currency and bank deposits and 45 percent by currency, deposits 
and non-marketable Government of Canada bonds. Another 35 percent of 
the net increase in assets is represented by the mortgage lending of individuals 
(some part of which arises from inter-personal sales of houses) and insurance 
and pension contributions. Over one-fifth of the net increase in assets is 
represented by increases in claims on unincorporated enterprise. There 
has been a very marked reduction in the holdings of marketable Govern- 
ment of Canada bonds by the consumer sector in the period 1946 to 
1954 amounting to some 20 percent of the net increase in assets over the 
period. 


Offsetting the net increase in assets is gross saving by the consumer 
sector. Saving is estimated here to have amounted to some two-thirds 
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Table 5.2 
AGGREGATE FINANCIAL TRANSACTIONS ACCOUNT 
1946-54 
Consumers Sector 
Millions 
of dollars % 
Debits: asset items 

Canadian currency and bank deposits................ 3,430 26 
Other institutional deposits. ... 6.60... eee eee eee eee 976 7 
Claims on associated ENntenpriseS® «citrine rere etere PESTA 22 
loi ire hues SAEs mA UGH GOES g.6.0 Joico Bodoo< 1,690 13 
Government of Canada marketable bonds............ —2,657 —20 
Government of Canada non-marketable bonds........ 1,582 12 
Other Honds and StOCKS, eee aie eels err ekertere 1,653 12 
Insurance and pensions’ « sce acide ieee reer 2,959 22 
Foreign inheritances and migrants’ funds............ 678 5 
Other itransactionSinc. | fas ome stoo dee reer enero 134 1 

Motaldebitss...2. 18s sia, Ses a, 0 dee oe sie cee ete eee Remeron 13,367 100 

Credits: liability items 

GLOSS SAVING Siveicsmlos wae. «eoasel ancl ate orate eterevel ete etre tenenemete 8,714 65 
Consumer charce accounts). eae ire rete 288 D 
Instalment.(credit... 2. ....<.c ens sree mc eesers cieteneereetar Wes 6 
Bankloans aia ete. se Societe os) sicse evar ti otenene Clonee omelette 380 3 
Other loans > Ps. hdha hk eae OE eee eee 440 3 
Foreign inheritances and migrants’ funds........... 685 5 
Otheritransactions and errors ue eee ee eee eae 2,103 16 

Totaly credits, adh As Sh eee ee ee oe 13,367 100 


of this increase in assets. Other transactions and errors account for another 
16 percent of the offset. 


Consumer charge accounts and instalment credit together accounted 
for 8 percent of the net increase in assets, while the increase in bank 
loans and other loans amounted to 6 percent. 


The increase in consumer credit as estimated by the Bank of Canada 
in its Statistical Summary amounted to $1,583 million, and was comprised 
of : consumer charge accounts, $288 million; instalment credit, $762 mil- 
lion’ and “cash personal loans” (extended by chartered banks, small loan 
companies, licensed money lenders and credit unions), $533 million. The 
increase in these selected items of consumer credit amounted to 11.8 per- 
cent of the net increase in assets in the consumer sector. 


In Tables 5.3 and 5.4 selected items of consumer credit outstanding 
in Canada and the United States are shown. The Canadian figures are 
those published by the Bank of Canada; the American figures are a 
selection from those published by the Federal Reserve Board. Undoubtedly 


5 In the National Transactions Accounts, we record as instalment credit, the figure reported by 
D.B.S. in Sales Financing. The Bank of Canada also includes such credit extended by companies 
not included in the D.B.S. tabulation. The increase in this item from 1946 to 1954 is estimated at 
some $5 million and is included in the NT Accounts with “other transactions”. 
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Table 5.3 
CONSUMER CREDIT OUTSTANDING—CANADA 
(Millions of dollars as at Dec. 31st.) 
Instalment Credit 
Licensed 7 ‘ 
money Finance companies 
s Charge ae lenders 
ear Ac- . and 
sonal Retail 
counts Norns. dealers small Totala Total 
sales Pas- 
loan senger | Other | Total 
com- cars 
panies 
1945 75 | 128 49 a4 cc se 8 57 | 260 
1946 102 186 61 =: — — 24 B85 375 
1947 2, 240 105 = — — 48 153 565 
1948 208 262 127 — — — 71 198 669 
1949 228 302 161 — = — 116 Qi 807 
1950 255 378 199 ae — = 202 401 1,034 
195] 283 381 123 1 161 24 185 309 973 
1952 309 460 243 0 299 74 373 616 1,385 
1953 339 567 284 4 411 105 516 804 1,710 
1954 363 661 322 5 394 98 492 819 1,843 
1955 374 830 377 6 478 121 599 982 2,186 
1956 389 910 409 13 614 143 756 1,178 2,477 


a Before 1951 includes small loan companies and licensed money lenders; from 1951 on sales finance companies 
are defined as instalment credit companies not licensed under the Small Loans Act and in addition as licensed 
companies whose instalment credit amounts to more than 50 percent of their total credit. 


Source: Bank of Canada, Statistical Summary. 


somewhat different definitions underlie the figures for the two countries, 
but the figures are roughly comparable. In both countries there has 
been an enormous growth in instalment credit outstanding, that has far 
outstripped the growth in cash loans and charge accounts. The percentage 
increments in the three main categories of consumer credit in the post-war 
period in Canada and the United States are compared in Table 5.5 It 
would appear from these figures that the growth of consumer credit 
outstanding — at least the items on which we have reported — has been 
at a slightly more rapid rate in Canada than in the United States in the 
post-war years. » 


The level of consumer debt per head of the population aged 14 and 
over is higher in the United States than in Canada and the relative differential 
has narrowed only slightly in the post-war years. In 1945 consumer debt 
per head of population of working age was $33 in Canada, a figure which 
is 77 percent of the comparable figure of $43 for the United States. In 
1956 the figure in Canada of $232 was 74 percent of the United States 
figure of $315. The increase in these debt per head figures was over 600 
percent in both countries from 1945 to 1956, though it was slightly greater 
in the United States. Details are shown in Table 5.6. 
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Table 5.4 
CONSUMER CREDIT OUTSTANDING—UNITED STATES 
SELECTED ITEMS?® 
(Millions of dollars as at Dec. 31st.) 
Instalment Credite 
Year Charge Loansb Total 
Accounts Automobile Other Total 
1945 1,612 15755 455 816 iP PGi 4,638 
1946 2,076 2,618 981 1,290 Poly 6,965 
1947 2,353 3,266 1,924 2,143 4,067 9,686 
1948 2,673 3,669 3,018 2,901 5,919 12,261 
1949 2,795 3,963 Ara) 3,706 8,261 15,019 
1950 3,291 4,635 6,074 4,799 10,873 18,799 
1951 3,605 5,291 5,972 4,880 10,852 19,748 
1952 4,011 6,231 T13S 6,174 13,907 24,149 
1953 4,124 6,968 9,835 6,779 16,614 27,706 
1954 4,308 7,800 9,809 6,751 16,560 28,668 
1955 4,544 9,248 13,468 7,626 21,094 34,886 
1956 4.702 10,605 14,436 8,139 2S 37,882 


a Items included in the Federal Reserve series and omitted here are Repair and Modernization Loans and Service 


Credit. 
b Includes ‘Personal Loans’’ and “Single Payment Loans’ in the U.S. series. 
c Excludes Repair and Modernization Loans. 


Source: Federal Reserve Bulletin, April 1953, October 1956, July 1957. 


Considerable interest is often shown in the ratio of consumer debt 
outstanding to personal disposable income. Such a ratio is indicative of 
little else than the relative rates of growth of the two aggregates. One cannot 
draw any conclusions as to whether the level of consumer debt is “too 
high” (in some sense) relative to disposable income without consideration 
of the concentration of consumer debt and other consumer assets and 
obligations by income classes. One might for example draw one conclusion 
if the increase in debt has been incurred in one group of income classes 
while the increase in income was enjoyed by another group of income 
classes and another conclusion if those who enjoyed increased incomes also 


Table 5.5 
PERCENTAGE CHANGES IN CATEGORIES OF CONSUMER CREDIT 
1945-562 
Canada and the United States 
Canada United States 
Charsesaccountsten een: fen ose ee eee 222 124 
TEOAMSloapsessater toh iante feces atic a et eee ee 333 262 
Instalmentacredit- eee ae ee eee ee 910 692 
Motaliofiselectedipitemis ween ee 443 376 


a The average of the years 1954 to 1956 is considered as a percentage of the average of the years 1945-47. 
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Table 5.6 
CONSUMER DEBT OUTSTANDING PER HEAD OF POPULATION 
AGED FOURTEEN AND OVER 


Year Canada United States 
OAS Reeve oo hake: ceepecschcwian: $ 33 $ 43 
OA Orenar terete Stee sees ene 43 64 
LO ATEN ae RYN eae iy 3 63 88 
OM Mer taaels ciety Ga Ey cee Ree ae 1B 111 
LOA teense kee 87 134 
19.5 Oat Matyas ciate & Meas 9. 108 166 
LOS ae eee tee et re 100 iW) 
LOSE aaa AS tees ware De 140 209 
IESE Oe b lee Gen sei eee 169 238 
TTS a4 Re el ar 8 Se ae a 179 244 
(ISS) Le at) eS Tt ne ae ee el 208 293 
IV EYO Ris 53 Gio Shae ta or Se 232. Sis) 


added to their consumer debt. In both Canada and the United States, as 
is shown in Table 5.7, the ratio of selected items of consumer credit out- 
standing to disposable income increased about fourfold from 1945 to 1956. 
Undoubtedly the ratio was abnormally low at the end of the war; American 
data and such Canadian data as we have indicate this. It is partly for this 
reason but also because of the more widespread use of consumer credit 
especially in the financing of durable goods, that the ratios have risen in 
both countries. 


Very explicit evidence of the increase in the importance of consumer 
debt in financing purchases of durable goods is found in the figures of the 
proportion of new cars sold that are financed with instalment credit supplied 
by instalment finance companies. In Canada in 1956, of the consumer instal- 
ment credit outstanding on the books of instalment finance companies, just 
over 80 percent was represented by paper relating to consumer purchases 


Table 5.7 
RATIO OF CONSUMER DEBT OUTSTANDING (SELECTED ITEMS) 
TO PERSONAL DISPOSABLE INCOME 


Canada United States 

Year OF J 

RSPR ah ss aa See ra tes pee ad ah Slt yl 
TOTO Ne OMe Tc RO ee 4.2 4.4 
1947 RCT i: ee EE ot 5.9 yn // 
194870 ere erent Re ae Oe 5a 6.0 6.5 
LESAN) | yi a le tags i at 6.7 8.0 
LOS Ose ere try ters ood tet Sh. eR 8.1 9.1 
1S reper SOR Eee aches Ree 6.6 8.7 
POS eaee. whos beet Mate, Pepys vanes heey 8.7 10.2 
TESS): sa etyinc be acs oS ERE ee ee 10.2 (a 
TODA TE oat ee ee 11.0 ible} 
EES), Bcc oes chr Ae Dh eS eS 12.0 12.9 
IS Oeste areaeit wok M icc ata ira cuedcushc 12.4 13.2 
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of new and used cars, and this paper represented one-quarter of the total 
of the selected items of consumer credit outstanding. The proportion of 
the new cars sold that are financed by instalment finance companies 
increased steadily throughout the post-war years;° it rose from some 14 
percent in 1946 to 47 percent in 1956. The details are shown in Table 
5.8. It may be noted that domestic new car sales include sales to businesses 


as well as to consumers. 


Table 5.8 
RATIO OF NUMBER OF NEW CARS FINANCED BY 
INSTALMENT FINANCE COMPANIES 
TO NUMBER OF DOMESTIC NEW CAR SALES 

% % 
LOG weachiecc rue ree ee 14.3 1952 sats eee ee 42.8 
{TAS 9 Nk pe Ras iy» aaa) ee 19534 o%.8-cdeon eee 40.8 
NOASIN: ake. sapere seae 20.5 1OS4 hss, Joanne 40.6 
NSO Gee oe cee 26.3 1L95Siztet. |. cee 40.4 
LOS OM gee eo ae oie 29.9 LO S62 ieccyn cee eee ee 46.6 
POST ARE ere see cl tie 29.6 


Source: Bank of Canada, Statistical Summary, November 1955 and June 1957. 


Results from the Survey of Consumer Finances conducted by the Board 
of Governors of the Federal Reserve System in co-operation with the Survey 
Research Centre of the University of Michigan indicate a similar trend in 
the United States. It has been stated that “survey data indicate that the 
proportion of spending units that reported purchasing new and used cars 
on credit increased from 40 percent in 1948 to 60 percent in 1955”.” 


b. Data for classes of consumers 


The figures that we have shown of financial flows and of consumer 
debt outstanding are highly aggregative. It is of considerable interest to 
study information on the distribution of financial assets and liabilities or 
changes in these by characteristics of consumers or households or “spend- 
ing units”, such as income, age, family status and occupation. We have 
very little information of this kind for Canada; there is rather more for 
the United States. Our recent information for Canada, on the size distri- 
bution of the income of persons or households is very limited, and only 
in a survey being tabulated as this is drafted has data been collected on 
the financial assets and liabilities of households. Without such information 
we cannot know, for example, whether the use of consumer credit is 
restricted to those with low to medium-level incomes or how widely distri- 
buted is the ownership of stocks and bonds and most other financial assets. 
We shall report in the next few pages on such information about these 
matters as is available for Canada and supplement it with other data 
pertaining to the United States. Because of the lack of Canadian data 
we shall draw rather more heavily on American data in this section than 


6 Except for 1951 when the consumer credit restrictions were in effect. 


7 Tae ee of Consumer Finances; Consumer Indebtedness”, Federal Reserve Bulletin, 
uly Pp 
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in many other parts of this volume. We shall give information first on 
the size distribution of income, and the distribution of consumer saving by 
income level. We shall then review data on consumer asset holdings and 
liabilities, with special reference to the income levels of consumers. 


(i) Income and saving 


The income before taxes and the saving of “income units” ranked 
by income are shown in Table 5.9. Income distributions are shown for 
Canada, the United States and the United Kingdom; saving distributions 
for the latter two countries only. The income distributions are remarkably 
similar and they show that about 45 percent of total income was received 
by the top 20 percent of “income units” in a ranking of units from those 
with highest income to those with lowest. Only 4 percent to 5 percent of 
total income received by all units was received by units in the bottom 20 
percent of the ranking. 


Table 5.9 
INCOME AND SAVING OF INCOME UNITS 
RANKED BY INCOME BEFORE TAXES 
Percent of total income Percent of total saving 
Mentharoh incu nntiae taken by each tenth accounted for by each tenth 
after ranking by income United United United United 
pe Dis ies We States | Kingdom States Kingdom 
1949c 1952d 1949e 1952¢ 
LOD STING Se ew ee Oe 29 30 30 105 223 
Seconditenthys sar eter ae 15 15 14 26 20 
hind icentiive re eet 12 12 12 13 —]3 
EOurthitentinner «5 eee 1] 11 10 8 —]3 
Enfthetenthraeay sneer 9 9 9 1 4 
Sixthitent heen eee 8 8 8 oF 3 
Seventhatenthm sree. 7 6 a — 4 — 6 
Bighthitenthweese.. ae 5 5 5 — 8 —30 
INinthitenthaamie kee 3 3 3 — 6 —50 
IBOLCOMMTEN Un pene ae 1 1 ? —35 —40 


* Less than 0.5 percent. 


a Income units: Canada: Unattached individuals and families which are defined as groups of individuals sharing 
a common dwelling unit and related by blood, marriage or adoption. Only non-farm units considered in this 
table. 

U.S.: Spending units—all related persons living together who pool their incomes. 
U.K.: Income units—all persons who live together, are related and pool their incomes. 

b The figures for Canada were read from the Lorenz curve constructed from the data in Tables 1 and 2 of 
Distribution of Non-Farm Incomes in Canada by Size, 1951, Reference Paper No. 52, D.B.S., Ottawa. The 
Lorenz curve for the distribution of non-farm incomes in Canada reported in Tables 1 and 2 of Distribution 
of Non-Farm Incomes in Canada by Size, 1954, Reference Paper No. 66, D.B.S., Ottawa, did not differ 
substantially from that pertaining to incomes in 1951. 

c Data from the Survey of Consumer Finances conducted by the Board of Governors of the Federal Reserve 
System in co-operation with the Survey Research Center of the University of Michigan and reported in Federal 
Reserve Bulletin, November 1950, p. 1442. 

d H. F. Lydall, British Incomes and Savings, Oxford, 1955, Table 10, p. 25. 

e Same source as cited in footnote c. The U.S. figures for saving in 1946, 1947 and 1948, reported in the same 
source, show much less concentration of positive saving in the upper tenths of spending units ranked by income 
than the 1949 figures shown in the table, and much less concentration of negative saving in the lower tenths, 

f H. F. Lydall, op. cit., Table 72, p. 144. 


The figures for saving do not show the same degree of similarity. Saving 
figures in the table refer to the positive saving less the negative saving 
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performed by the “income units” in each successive group of 10 percent 
in the ranking of units by income. The general impression given by the 
data is that positive saving is concentrated in the upper income levels 
though more so in Britain than in the United States. Indeed the 1949 
figures for the United States shown in the table show rather more concen- 
tration of positive saving in upper tenths of spending units and more con- 
centration of negative saving in the lower tenths than do comparable United 
States figures for the three years preceding the 1949 recession. The reader 
is warned that there are some differences in the concepts underlying the 
data shown in the table as well as differences in the dates to which they 
pertain. 


Let us consider now the financial assets and liabilities of consumers. 
We shall concentrate first on asset holdings especially the frequency of 
holding by income level and the distribution of holdings by income level 
and then turn to liabilities for debt.§ 


(ii) Financial assets 


Turning first to liquid assets held by consumers, we present in 
Table 5.10 data for the United States, from the Survey of Consumer 
Finances conducted by the Federal Reserve Board. In this continuing 
survey, liquid assets are defined as “all types of U.S. Government bonds, 
checking accounts, savings accounts in banks, postal savings and shares 
in savings and loan associations and credit unions; currency is excluded”’. 
The data pertain to spending units defined, as we have noted earlier, as 
“all related persons living together who pool their incomes”. 


The frequency with which liquid assets were held in various income 
groups is shown in columns 3 and 4 for 1950 and 1956. About 7 units 
out of 10 held some liquid assets. Among units with incomes less than 
$1,000, over 4 out of 10 held some liquid assets. This frequency rises 
with income; at income levels of $7,500 and over, nearly all units held 
liquid assets. This direct variation of the frequency with income is depicted 
below in Chart 5.1. 


The relative distribution of liquid asset holdings by income classes is 
shown in columns 5 and 6. In early 1956, when the proportion held by 
the lower income groups was lower than in 1950, somewhat more than 
one-third of total holdings by all units was held by those with incomes under 
$5,000. Units in this income range earned in 1955 almost exactly the 


same proportion of the income earned by all units, according to the figures 
shown in column 7. 


8 Data on some aspects of the subjects now under review are available for the United Kingdom 
in H.F. Lydall, British Incomes and Savings, op. cit. 
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Table 5.10 

PERCENTAGE OF SPENDING UNITS, PERCENTAGE OF SPENDING UNITS HAVING 

SOME LIQUID ASSETS, PERCENTAGE OF LIQUID ASSETS HELD AND PERCENTAGE 
OF INCOME RECEIVED IN EACH INCOME CLASS 


United States 


Percent of Percent of Percent 
Percent of spending units liquid assets of 
spending units in each class held by income 
in each class having some spending units held by 
Income of previous liquid assets in each class spending 
year before taxes units 
in each 
Early Early Early Early Early Early class 
1950a 195€b | 1950c 19564 1950e 1956£ 1955g 
(1) (2) (3) (4) (5) (6) (7) 
Winder SieO00 sr. 14 11 44 42 6 5 1 
$1,000- 1,999....... 19 12 54 48 9 6 4 
200-9299 9 oye bis 21 13 68 « 58 15 7 a 
3;000=73 799098 ce. 19 14 74 71 15 9 10 
4000-3 45999 7 eee 11 14 86 Wal 11 9 13 
5,000=87-499 wae cs 11 22 94 89b 18 26 28 
7,500 and over..... 5) 14 99 98 26 38 Dil 
All spending units 
or all liquid assets.| 100 100 69 72 100 100 == 


(a) Federal Reserve Bulletin, December 1950, p. 1608. 
(b) Federal Reserve Bulletin, June 1956, p. 567. 
(c) Federal Reserve Bulletin, December 1950, p. 1590. 


(d) Federal Reserve Bulletin, July 1956, p. 703, also Consumer Instalment Credit, Part 1, 
Volume 1, p. 93. 


(e) Federal Reserve Bulletin, December 1950, p. 1608. 


(f) Estimated from Column 2 and figures of the percentage of total liquid assets held by 
each tenth of spending units in a ranking of spending units by income. These latter 
figures are shown in Federal Reserve Bulletin, June 1956, p. 572. 


(g) Federal Reserve Bulletin, June 1956, p. 567. This column pertains to the results of the 
survey conducted early in 1956 concerning incomes earned in 1955. 


(h) Estimated by the author. 


It may be noted in passing that the 10 percent of spending units which 
earned the highest incomes in 1955 held one-third of all the liquid assets 
while the top 10 percent of units which had the highest liquid asset holdings 
early in 1956 held two-thirds of all liquid assets. 


In the survey of non-farm families conducted early in 1956 by the 
Dominion Bureau of Statistics!® information was collected on the percentage 
of families or unattached individuals (“units”) at each income level which 
held some liquid assets and on the distribution by income of the liquid 
assets held by such units. In this Canadian survey, liquid assets are 
defined rather differently than in the American Survey of Consumer 
Finances, to include “current accounts, savings accounts, other deposits, 


9 See Federal Reserve Bulletin, June 1956, p. 572. 
10 Incomes, Liquid Assets and Indebtedness of Non-Farm Families in Canada, 1955, Reference 
Paper No. 80, Dominion Bureau of Statistics, 1958. 
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Canada Savings Bonds, other Government of Canada bonds and all other 
bonds”. In columns 2 of Table 5.11 and in Chart 5.1 the percentage of 
units having some liquid assets at different levels of income is shown 
for Canada and the United States. The reader is warned that the Canadian 
data pertain to non-farm families only and that liquid assets include all 
bond holdings. It would appear from this data that there may be a 
significantly larger proportion of non-farm families with some liquid assets 
in the lower income ranges in Canada than of spending units of all types 
in the United States. 


In Table 5.11 distributions by income, of spending units, income 
received and liquid assets held, are also shown for both Canada and the 
United States. The average size of liquid asset holdings and the average 


Table 5.11 

PERCENTAGE OF UNITS, PERCENTAGE OF UNITS HAVING SOME LIQUID ASSETS, 

PERCENTAGE OF LIQUID ASSETS HELD AND PERCENTAGE OF INCOME RECEIVED 
IN EACH INCOME CLASS, CANADA AND THE UNITED STATES 


Unitsa oa 
: Liquid assets Income 
having some : 
Income Unitsa liquid assets cae meee 
(1) (2) 
Canada | U:S) | Canada |) U:S2 1 Canadaaieees: Canada| USS. 
Under $1,000 12 i 54 42 7 5 2 1 
$1,000- 1,999 14 12 55 48 9 6 S15) 4 
2,000- 2,999 18 13 64 58 Ww i 11 7 
3,000- 3,999 19 14 a3 71 9 9 1% 10 
4,000- 4,999 WS) 14 719 WG 15 9 17.5 13 
5,000- 6,999 13 87 15 20 
DY 89 26 28 
7,000- 7,499 
6 90 15 13 
7,500- 9,999 8 97 ] 14 
= 38 
10,000 and over 3 6 94 99 18 14 23 
Total 100% | 100% 100% 100% 100% 100% 
Average IQ% 72% ¢ | $1,525 | $1,9004 | $3,842 | $4,650e 
a Early 1956. 
b 1955. 
c Federal Reserve Bulletin, Jane 1956, p. 563. 
d Ibid., p. 564. 
© Jbid:, p. 567. 


ources: U.S. data from Table 5.10. 


Canadian data from Incomes, Liquid Assets and Indebtedness of Non-Farm Families in Canada, 1955, Reference 
Paper No. 80, Dominion Bureau of Statistics, 1958, Tables 1, 13 and 48. 


See text for differences in definitions of spending units and liquid assets. 

level of income were both higher in the United States than in Canada. 
In Canada, three-quarters of the units had incomes below $5,000 and 
these received half of the income and owned half of the liquid assets. 
In the United States about two-thirds of the spending units had incomes 
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below $5,000 and these received just over one-third of the income and 
held just over one-third of the liquid assets. A comparison of the income 
distribution of units with the income distribution of liquid assets is shown 
in Chart 5.2 for Canada and for the United States. From this chart it may be 
seen that the 75 percent of units with lowest incomes held slightly more 
than 51 percent of the liquid assets in Canada and 45 percent or 46 percent 
of the liquid assets in the United States. In Chart 5.3 the Lorenz curves 
based on Canadian data relating to income and to liquid assets are shown. 
The Lorenz curve for income permits a comparison of the distribution of 
units with the distribution of income, each distribution given by income size 
classes and each cumulated from low incomes. The curve for liquid assets 
permits a comparison of the distribution of units with the distribution of 
liquid assets, each distribution given by liquid assets size classes and each 
cumulated from low levels of liquid asset holdings. From this chart it is 
apparent that the distribution of income among units is much less unequal 
than the distribution of liquid assets. In particular while the 50 percent 
of the units with lowest incomes earned some 25 percent of the income 
earned by all units, the 50 percent of the units with lowest liquid asset 
holdings (including those with no holdings )11 held about 2 percent of 
all the liquid assets held by all units. 


In Table 5.12 several characteristics of the holding of liquid assets 
in Canada are shown and compared for total liquid assets, savings deposits 
in banks, other deposits and Canada Savings Bonds. Similar data are also 
shown for mortgage investments. The frequency data — the percent of the 
units at each income level which hold some of the assets — the holders’ 
average holdings at each income level and the distribution of the total 
holdings by income level are all shown. The frequency data (column 1 
in each panel) show that at each income level a far larger proportion of 
persons holds savings deposits in commercial banks than holds any other 
of the assets specified in the table. In the cases of savings deposits in 
banks, other deposits and Canada Savings Bonds the frequency of holding 
rises with income unitl the “$10,000 and over” level but falls off in this 
income class. With respect to marketable Government of Canada bonds, 
non-federal bonds of all types, and mortgage investments, the frequency 
of holdings in the “$10,000 and over” class is very much higher than in 
any other class. The distribution of amounts held by income classes 
(column 3 in each panel) shows a falling off in the proportions in the 
higher income groups in the cases of savings deposits, other deposits, 
Canada Savings Bonds, and mortgages but (though the patetrn is some- 
what less regular) a building up of the proportions in the higher income 
groups in the cases of marketable federal bonds, and non-federal bonds. 
Whereas units in the “$10,000 and over” income bracket held a little over 
10 percent of the savings deposits, these units held just under 50 percent 
of the non-federal bonds in the portfolios of non-farm families. 


i We would remind the reader that liquid assets are defined to exclude currency; thus one may 


hold no liquid assets and yet hold some currency according to this usage of the terms. 
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Let us now consider holdings of corporate stock. We shall discuss 
traded or marketable stock first. The Canadian survey, referred to above, 
obtained information on the frequency of stockholding, that is the pro- 
portion of families and unattached individuals holding some stocks “which 
are publicly traded (on the stock exchanges or as unlisted stocks)”. These 
data pertain to non-farm families. The Survey of Consumer Finances in 
the United States which covers farm as well as non-farm spending units also 
collects information from time to time on “traded stock” by which is 
meant “common and preferred stock in corporations open to invest- 
ment by the general public”. These data on the frequency of stockholding 
are given in Table 5.13. From these data it appears that some 8 percent 
or 9 percent of the units in Canada and in the United States held some 


Table 5.13 


PERCENTAGE OF UNITS OWNING SOME MARKETABLE STOCK 


Income level Canada United States 
in previous year early 1956 early 1955 

MGR BOOO tek Mat a utae eaten are sues Vt mye on Poca! 3 
SEOO0 BU O09 Me als ene CAE, YALU (TG “Sonic! 5 4 
PN UUEV ESS UL Ta ar eee Cor eer ned en at 3 
O00 aS tLe We A eM re Rah ei gs, 5 5 
A000 HALOOOS | Ms tana mies Sere, SRN eee OTE 8 
S,000ER6; 909 cornered baba. eee fle Gl pio bs 14 9 
HELEN LOYALIST TAAL EM 1 § RONG EID Ges Reena ar OES 8 \ 28 
TUN OOO LEP eee Lest ese oe hiysa | 16 
L000 andtover Stouse a mniny Der NESS Mies Sil 35 

AMES eMC MMe UMILS RONG A tative tetris ee. 9 8 


Sources: Canada: Reference Paper No. 80, Dominion Bureau of Statistics, Table 26. 
United States: Federal Reserve Bulletin, June 1955, p. 622. 


stock. It further appears that while the percentages were of the same order 
of magnitude in the two countries at incomes less than $5,000, for higher 
incomes, the proportion of units which held some stock was significantly 
larger in Canada than in the United States. This may be related to the 
wide interest in mining and oil stocks and the absence of a tax on 
capital gains and special dividend tax credits in Canada, but we do not 
put forward these suggestions as a full explanation of this feature of the 
data. In both countries the frequency of stock ownership rose with 
income at an increasing rate while the frequency of liquid asset ownership, 
greater than that of stock holding at all income levels, rose with income at 
a decreasing rate. United States data for early 1950 show that of those 
spending units which owned no liquid assets only 1 percent held any 
“traded stock” while of the spending units with liquid assets amounting 
to $5,000 or more, about 30 percent held some stock.!? 


12 See Federal Reserve Bulletin, December 1950, p. 1601. 
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In a study of individual ownership of financial assets, based on income 
tax returns filed in the State of Wisconsin for the year 1949,'* it is esti- 
mated that some 5 percent of individuals with incomes under $5,000 
held some “traded stock”, 10 percent with incomes between $5,000 and 
$10,000 held some and about 46 percent of those with incomes of $10,000 
or over held some. Overall it is estimated that about 6.5 percent of “income 
units” held some “traded stock”. “Traded stock” in this study refers to 
issues for which price and dividend information could be obtained from 
investment manuals. The frequency of ownership in the “$10,000 and 
over” class is rather higher in the Wisconsin study than in the results of the 
Survey of Consumer Finances, but is still somewhat lower than is estimated 
for Canadian non-farm families. 


What percentage of the value of “traded stocks” held by individuals 
or spending units is held by units at various income levels? Our infor- 
mation on this question is scanty and uncertain. We have none for Canada. 
For the United States, sources are the Survey of Consumer Finances, The 
Pattern of Financial Asset Ownership, Wisconsin Individuals, 1949 and 
Effects of Taxation; Investments by Individuals’.'* Results from these 
three United States sources have been compared in the study based 
on Wisconsin data and we quote in full the table containing the 
comparisons as our Table 5.14. The table illustrates the extent of ignorance 
on this subject; we can have some assurance that the figures 20 percent 
and 50 percent include the proportion of traded stock in the hands of 
“spending units” that is held by units with incomes below $10,000, but 
this is a very wide range! 


Information on holdings of untraded stock is even scantier than that 
for traded stock. We have no direct data for Canada. The study based 
on Wisconsin income tax returns, to which we have already alluded pro- 
vides some for the United States. It is there estimated that some 4.2 per- 
cent of “income units” held some untraded stock. The proportion of 
income units that held some stock is lower at each income level for 
untraded stock than for traded stock according to this study, though in 
each case this frequency rises with income. It is further estimated in this 
study that whereas 48 percent of the traded stock held by individuals was 
held in 1949 by those with incomes less than $10,000 only 37 percent 
of the untraded stock held by individuals was held by those in the same 
income bracket. Approximately one-third of untraded stock held by indi- 
viduals was thought to be held by those with incomes of $50,000 or over, 
while only one-sixth of traded stock in the hands of individuals was held 
by those in this high range of income.'® 


18 Thomas R. Atkinson, The Pattern of Financial Asset Ownership, Wisconsin Individuals, 1949, 
National Bureau of Economic Research, Princeton, 1956, especially p. 63 Chart 1. 


14 By J. Keith Butters, Lawrence E. Thompson and Lynn L, Bollinger, Harvard University, 1953, 


15 Thomas R. Atkinson, The Pattern of Financial Asset Ownership, Wisconsin Individuals, 1949, 
op. cit., pp. 61 and 63. 


16 Ibid., Table A-3, p. 143. 
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Table 5.14 


ESTIMATED DISTRIBUTION OF THE VALUE OF 
TRADED OR MARKETABLE STOCKS BY INCOME GROUP 


SS EEE 
Three Surveys Compared 


Survey of 
Income of Holder Wisconsin Harvard study? Consumer 
samples (1949) Finances¢ 
Pe | 1952) 
(1949) ze - (1952 
Under $10,000. ........... 48%, 30% 25%, 20% 
$10,000-49,999. ........... 36 37 39 \ 
80 
30,000 ANG OVER 2 6.6 sa cis 16 38) 36 ) 
Sataliaencie th ohaboeted 100% 100% 100% 100% 


a Computed from Table A-3 (of reference cited below as “source’’). 


b From Effects of Taxation: Investments by Individuals, by J. Keith Butters, Lawrence E. Thompson, and Lynn 
L. Bollinger (Harvard University) 1953, Table XVII-7, p. 438. The authors consider estimate A as a minimum 
estimate for concentration of marketable stock holdings in the income range of $10,000 and over, and estimate 
B as the more probable. 


c From “Stock Ownership among American Families’’, by George Katona, John B. Lansing, and Peter E. de 
Janosi, Michigan Business Review, January 1953, p. 16. 


Source: This table and notes appear as Table 14 on p. 77 of The Pattern of Financial Asset Ownership, Wisconsin 
Individuals, 1949, by Thomas R. Atkinson, National Bureau of Economic Research, Princeton, 1956. 


While we have no direct data for Canada to compare with this, we 
do have data on dividends declared (pertaining to all stock, traded and 
untraded) on income tax returns by Wisconsin taxpayers and Canadian 
taxpayers. Unfortunately no very specific conclusions may be drawn from 
such a comparison. Of the dividends declared, the Canadian data show 
a rather larger proportion declared by those with incomes below $10,000 
and a rather smaller proportion declared by those with incomes 
of $20,000 or more than do the Wisconsin data. The comparison is made 
in Table 5.15 in which the distribution of dividends declared by income 
level is shown for Wisconsin for 1949 and for Canada for 1950 and 1954. 
The estimates of all stock held by Wisconsin individuals by income classes 
is also shown and this distribution closely resembles that of dividends 
declared. (Dividends declared were an integral part of the information used 
in the Wisconsin study in estimating stockholdings.) 


The general impression left with one after studying such data as is 
available on the holding of stock by individual investors, is that the 
ownership of stock, and especially untraded stock, is concentrated in the 
very high income groups. The frequency of ownership is much higher 
in the higher income groups; the proportion of income assessed for tax 
purposes that derives from dividends is about 25 percent for incomes of 
$50,000 and over but does not rise above 4 percent for incomes below 
$10,000;'7 of individuals’ holding of stock perhaps one-third of untraded 


17 Data are for Canada in 1954 and derive from Taxation Statistics 1956, Queen’s Printer, Ottawa. 


145 


146 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


Table 5.15 


DISTRIBUTIONS OF STOCKHOLDINGS (WISCONSIN) AND DIVIDENDS DECLARED 
(WISCONSIN AND CANADA) ON INCOME TAX RETURNS, BY INCOME LEVEL 


Stockholdings | Dividends declared 


Income level Wisconsin Wisconsin Canada Canada 
1949a 1949b 1950c 1954d 
Under $¥5:000 teeter oe 23 8 33 2S. 

SSS 000= 5699990 tain eee 17 15 16 18 
LO\OO0=319 999 ioc ay eter 16 16 18 17 
20;000=249:999 eee ae cre I2) 22 18 23 
S0;000 andioversaeaceecee 22 24 15 17 

‘Totaly poten ote ae oe 100 100 100 100 


a Thomas R. Atkinson, The Pattern of Financial Asset Ownership, Wisconsin Individuals, 1949, op. cit., Table A-3, 
p. 143. 
b Ibid, Table A-1, p. 141. 


c Taxation Statistics 1952, Queen’s Printer, Ottawa. 
d Taxation Statistics 1956, Queen’s Printer, Ottawa. 


stock and one-sixth of traded stock is held by those with incomes over 
$50,000 a year'® and these individuals or “income units” comprise consi- 
derably less than 1 percent of all “income units”. A very large proportion 
of spending units which hold stock, hold stock in only one corporation. 
Thus “the 1949 Survey of Consumer Finances, for example, found that 
‘roughly half of the spending units who reported owning (publicly traded) 
stock stated that they had invested in only one corporation; approximately 
one-third held stock in from two to ten corporations; and less than 
one-tenth owned shares in 11 or more corporations’. In comparison, the 
Wisconsin data show that 38 percent of the tax filers reporting ownership 
of traded stock held only one issue, almost half held 2 to 10 issues, and 
about 12 percent held more than 10 issues”.1® According to the Wisconsin 
study the average number of issues held increases with income and with 
the average size of stockholdings. (p. 139.) 


It is reported in the Wisconsin study that “about two-thirds of the 
value of untraded stockholdings but only about one-tenth of the value of 
traded stocks, represent issues of corporations from which individuals 
also receive wage or salary income” (p. 106) so that especially in the case 
of untraded stock, association with the corporation as executive or employee 
may be an important determinant of stock ownership. 


The Wisconsin study also discloses that preferred shares are much 
more important in the holdings of those with lower incomes than of those 


18 These are Wisconsin data cited earlier. 


19 Thomas R. Atkinson, The Pattern of Financial Asset Ownership op. cit., pp. 126-7. The reference 
to the results of the 1949 Survey of Consumer Finances is to the Federal Reserve Bulletin, 
October 1949, p. 1191. The reader will note that the Survey data pertain to corporations, while 
the Wisconsin results pertain to issues. In the study by Lewis H. Kimmel, Share Ownership in 
the United States (The Brookings Institution, 1952) undertaken at the request of the New York 
Stock Exchange, it is reported that slightly under one-half of all shareholders owned only one 


issue of stock in early 1952. (p. 110.) See also Butters, Thompson and Bollinger, Effects of 
Taxation: Investments by Individuals, op. cit., pe s78: 
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with higher incomes, and that the lower income holders of traded securities 
hold a larger proportion of their traded stocks in issues of corporations in 
industries commonly regarded as supplying conservative investments. 


We have reviewed scattered data on the frequency of ownership of 
financial assets by income level and on the distributions of holdings by 
income level. It is of some interest in the present context to consider the 
portfolios, the composition of financial assets, by income level. Unfortu- 
nately, at this point we run almost completely out of data. Some data 
from the Survey of Consumer Finances may be found for the early 1950’s, 
when attempts were made to estimate consumers’ net worth from the 
survey data. Data for a sample of “active investors” (those whose names 
were in the files of investment dealers) may be found in the volume 
Effects of Taxation: Investments by Individuals.2° There are also data in 
the Wisconsin survey which are reproduced here as Table 5.16. Unfortu- 
nately these data exclude currency, deposits in current accounts and United 
States government bonds. This table confirms the impression garnered from 
a variety of sources that the concentration of financial assets in liquid, safe 


Table 5.16 


COMPOSITION OF FINANCIAL ASSET HOLDINGS FOR INCOME GROUPS 
OF WISCONSIN INDIVIDUALS, 1949 


Time 
deposits Direct 
Income and debt iat puedes Totalab 
related assetsb Btac Bw! 
claimsa 
$ 0 OO Oram iatsuctey o ontaston: 47 23 3 i 100 
SOOO G: GOST te Se 26 20 36 18 100 
TOLOOOAFLO:O99R  aiagone es 11 G7 45 Dy 100 
VOUS Ae Sac ae ig 5 10 46 39 100 
S0/000landloversee ee. cee 1 6 40 53 100 
All income groups...... 24.5 17.0 35.4 231 100.0 


a Excludes currency and deposits in current accounts. 
b Excludes United States government bonds. 


Source: Thomas R. Atkinson, The Pattern of Financial Asset Ownership, Wisconsin Individuals, 1949, op. cit. 
Tables 8 and 11, pp. 69 and 70. 

assets diminishes with rising incomes. Undoubtedly a very large pro- 

portion — 50 percent or more — of the financial assets held by Canadians 

having incomes less than $5,000 (which includes the average income of 

families and unattached individuals) are held in cash or near-cash assets 

such as bank accounts and Canada Savings Bonds. 


We have been examining information that is available on financial 
assets in the consumer sector by income level. We have considered espes 
cially the frequency of holdings by income level, and the distribution of 
holdings by income level. We turn now to liabilities. 


20 By J. Keith Butters, Lawrence E. Thompson and Lynn L. Bollinger, Harvard University, 
1953, Table A-13, p. 468. 
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(iii) Financial liabilities 

In Table 5.17 we show data for Canada and the United States 
on the frequency of liability for non-mortgage debt by income level as of 
early 1956. The data are not precisely comparable inasmuch as the 
Canadian figures include charge accounts and some business debt which 
cannot be separated from personal debt while the American figures 
exclude charge accounts and business debt. The Canadian figures pertain 
to non-farm families and unattached individuals (units) and the American 
figures cover non-farm and farm spending units. In both the Canadian 
and American figures, the proportion of spending units with some liability 
for “personal debt” rose with income to about the five to seven thousand 
dollar level and thereafter declined. The Canadian frequencies were lower 
than the American in the lower income groups and higher in the higher 
income groups, but for all units together the frequency of personal debt 
liability was about the same in the two countries at 50 percent to 55 
percent. 


Table 5.17 


PROPORTION OF SPENDING UNITS AT VARIOUS INCOME LEVELS HAVING 
SOME PERSONAL DEBT APART FROM MORTGAGES 


Canada and the United States, early 1956 


Income in 1955 Canada United States 

Under. Si000:24 Ase sree eon Pe eee 22 35 
SLOGO= 21,999: aw c= oy arekeicuet sloreiene Sat ketenes aeectere Bi 46 
2 OO0= 22 999. there |. foie ters epee neon Te een gee 51 58 

3000-23999. Aes. miple serra ae nce aon aee cana 63 57 

4.000=¢4,9998 es chee ROE Ge ee 63 64 

5:000=)6,999 os. depts, bs Sey RRR eae eee 64 } 62 

TOQ00EE TA99".. Sastonies 6 ee ee eer 62 

TeS00= 9999 Prt Wee cise ony aS ee ee 54 

1O;000 anidOvers: .iic..1ee ons ace a oe ee ay 43 
Allispendine ainitsier mrs ee sta ieee eee ete eee 53 54 


Notes: The Canadian figures exclude mortgage debt but include charge accounts; The United States figures 
exclude both mortgages and charge accounts. 


The Canadian figures include some business debt that could not be separated from personal debt; the 
U.S. figures purport to exclude all business debt. 


The Canadian figures are from Reference Paper No. 80, Dominion Bureau of Statistics, 1957, Table 31, 
and cover non-farm families and unattached individuals. 


The U.S. figures are from Federal Reserve Bulletin, July 1956, p. 701 and cover farm and non-farm 
spending units. 


Mortgage debt holding among home-owning non-farm families in 
Canada and the United States in early 1956 is shown in Table 5.18. In 
both Canada and the United States the proportion of home-owning families 
having some mortgage debt rose with income in the lower income 
brackets and thereafter declined. The maximum proportions were about 
the same, two-thirds in each country, though the maximum was reached 
in the four to five thousand dollar bracket in Canada and the seven thousand 
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Table 5.18 


PROPORTION OF HOME-OWNING, NON-FARM FAMILIES AND UNATTACHED 
INDIVIDUALS HAVING SOME MORTGAGE DEBT, 


Canada and the United States, early 1956 


Income in 1955 Canada United States 
Winder SINQ00g Wiper: eis Pins ty. an ose a 14 10 
SLD CEP CSE as pe SOR RE aie ae a eet 21 18 
A OOOSTI 909 tee, eer ere ene eat Choe st 30 sy 
Bs OO se SOOO eels Wee Mieke eh engoe se ss oh 56 43 
AMUN US BOSE el D i NS, aa DORR iid ae heer rae 64 515) 
SOOO 'OL990G), Ram mete ee er ie ne Ts lotr 60 64 
TELA? ROR Bir, «nee eee ne Rae ee 
TELECON “itn a aman alas tikes omnia ; ae o7 
FOMOOF and fovering@imemns Sete i, Se eee 55) 58 
FN UEGS OUST BUN ot ie km Ae ole Ag 47 50 


Sources: Canada: Dominion Bureau of Statistics, Income, Liquid Assets and Indebtedness of Non-Farm Families 
in Canada, 1955, Reference Paper No. 80, 1958, Table 42. 


United States: Federal Reserve Bulletin, August 1956, p. 822. 


five hundred to ten thousand dollar bracket in the United States. Overall, 
the proportion was perhaps somewhat lower in Canada than in the United 
States, though in both countries approximately half of the home-owning 
families had some mortgage debt in the early part of 1956. 


The distributions by income of selected characteristics of indebtedness 
and of liquid asset holdings for non-farm families in Canada as of early 
1956 are shown in Table 5.19. It will be noted that the proportion of 
indebted units in each income class rose with income for the first several 
brackets of income for each of the several classes of debt depicted. The 
maximum of such percentages was reached at incomes above $5,000 for 
each class of debt shown, except for instalment debt; in this case the 
maximum was reached in the income class three to four thousand dollars. 
In each income class there was a significantly smaller proportion of units 
indebted to the banks than was liable for instalment debt; indeed, over- 
all, about three times as many units were liable for instalment debt as were 
indebted to the banks. The proportion of units liable for bank debt was 
higher in each successive income class. While overall about. three-fifths 
of the units were liable for some debt, a little less than one-third was 
liable for instalment debt and about one-tenth had some bank debt. 


In round numbers, one-quarter of the total debt was held by units with 
incomes of seven thousand dollars or more. In the case of bank debt, 
however, well over cne-half, nearly three-fifths, was held by units in 
this higher income bracket. By contrast less than one-fifth of instalment 
debt was held by these high-income units. 
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Further information on the relationship between the holding of liquid 
assets and the liability for consumer debt is given in Table 5.20.21 In this 
table it is shown that for all units together, 51.5 percent had no consumer 
debt, and of those, the vast majority had some liquid assets. Of the 48.5 
percent of all units with some consumer debt, just under one-third had 
liquid assets greater than their consumer debts, just over two-thirds had 
no liquid assets or liquid assets valued at not more than the amount of their 
consumer debt. At progressively higher income levels, among those with 
some consumer debt, the proportion whose liquid assets (if any) were 
of a value no greater than that of their consumer debt fell sharply. Thus, 
in the “under $1,000” income class there were about four times as many 
units whose liquid assets did not exceed their consumer debt in value, 
as units whose liquid assets were of greater value than their consumer debt. 
By contrast, in the “$10,000 and over” class, there were about as many 
units whose consumer debt exceeded their liquid assets as other units having 
some consumer debt. 


On instalment indebtedness there is a massive amount of material 
available for the United States, and much of it is summarized in the Federal 
Reserve Board study entitled Consumer Instalment Credit22 We have 
already shown, in Table 5.19, data from the Canadian survey in 1956 
on instalment debt. In Table 5.21 we contrast some information on the 
incidence of instalment debt in Canada and the United States. The contrasts 
exhibited in this table, with one exception, are not sharp. In Canada, 78 
percent of all units had incomes below $5,U00 and 71 percent of indebted 
units had incomes in this range, whereas in the United States, the comparable 
figures are 64 percent and 59 percent. However, in all income brackets, 
the proportion of indebted units among all units was higher in the United 
States than in Canada, the over-all proportions being 45 percent for the 
United States and 31 percent for Canada. In the last panel of the table is 
information available for the United States only on the ratio of annual 
payments on account of instalment debt to the disposable income of 
indebted units. This ratio, which averaged over 16 percent for all indebted 
units, varied inversely with income level. 


We have reviewed some of the available data on the frequency of 
financial liabilities and on the distributions of such liabilities by income 
level. It would help to round out our picture if we could also present data 
on the composition of indebtedness by income level. But data of this 
kind are not available for Canada. Later, when we discuss the regulators 
of the flows of funds we shall refer again to some of these data; we turn 
now to a review of selected facts about institutions specializing in consumer 
finance. 


21 Roughly comparable data showing the relation of personal debt to liquid asset holdings within 
income groups in the United States, in early 1956, is presented in the Federal Reserve Bulletin, 
July 1956, p. 703. 


22 Published in 1957. 
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2. Institutions specializing in consumer finance 


In this section of the chapter we shall consider the more important 
institutions which specialize in supplying non-mortgage credit to consumers. 
It will be seen from the estimates shown in Table 5.22 that chartered 
banks, instalment finance companies and retail dealers are the most 
important suppliers of non-mortgage credit to consumers as judged by the 
volume of credit outstanding in the 1953 to 1954 period. Outstanding 
policy loans from insurance companies at $235 million were slightly more 
thap one-third of the outstanding instalment credit extended by sales 
finance companies. Small loan companies and licensed money lenders 
had loans outstanding amounting to some $200 million and credit union 
non-mortgage loans amounted to about $140 million. We shall treat the 
banks and insurance companies in a broader context in later chapters: 
in this chapter we shall limit our discussions to the instalment finance 
companies, the small loan companies and the credit unions. Inasmuch as 
the outstanding credit attributable to instalment finance companies is twice 
that attributable to money lenders and credit unions combined, the finance 
companies will receive the most attention. 


a. Instalment finance companies 


There are in Canada perhaps one hundred and fifty or more instalment 
finance companies but of these the six largest hold over 90 percent of 
the outstanding retail paper held by all instalment finance companies. 
Three of the six largest companies are subsidiaries of United States 
companies. 


The instalment finance companies, as financial intermediaries, raise 
money through the issue of securities — notes, debentures, preferred and 
common shares — and lend the funds so raised largely to buyers of goods 
at retail, but also to a lesser extent to buyers of such goods at wholesale. 
We shall consider in succession these two aspects of the companies’ activity, 
the raising of money and the lending of money. 


The instalment finance companies are in the business of supplying 
funds to the buyers of durable goods. The accommodation they furnish 
to such buyers is for a relatively short period, almost always under three 
years. The most important need for accommodation from the finance 
companies has been for funds to finance the purchase of automobiles 
though the financing of purchases of household durables of one kind and 
another is growing in relative importance. The demand for these durables 
and hence for financial accommodation has shown decided fluctuations 
both of a seasonal and cyclical variety. The relatively short duration of 
the finance companies’ instalment credit contracts together with the 
variation in the total demand for their funds imply that the companies will 
seek to obtain their finance mainly through short-term borrowing rather 
than equity financing 
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Table 5.22 
MAJOR SOURCES OF NON-MORTGAGE CREDIT TO CONSUMERS 


Average Average 
amounts amounts Column (2) 
outstanding | outstanding divided by 
(millions) (millions) Column (1) 
1945-46 1953-54 
(1) (2) (3) 
Instalment finance companies............. 29 671 23.0 
Chartered banks—Cash loans............. 98 274 3.0 
—Secured loans.......... 190 317 Ned 
Ota ater coe sees cciens 288 591 2.0 
. 
Retail dealers —Charge accounts........ 88 351 4.0 
-—-lnstalment credit. 4... 0% 55 303 3)5) 
HR Otalewt tera eer es ae 143 654 4.5 
Insurance companies—Policy loans......... 150 235 Ase) 
Small loan companies and licensed 
WOMEN EWES |g Snub d Obes Ue dos eee ee 31 200 6.0 
Cred sunionse) eager wees isi Ee ee, 28 140 5.0 


SS Se ee ee a ee, ee ee ee 
a Ex. loans to finance Canada Savings Bonds. 
Source: The figures in this table have been derived from published sources or from worksheets underlying the 


National Transactions Accounts. 

In Table 5.23 we show the changes in liabilities accumulated over the 
years 1946 to 1954 and the outstanding liabilities at the end of 1954 for 
the companies operating in Canada. These figures do not show a break- 
down of “notes and debentures” by maturity of the debt; they do however 
indicate how very heavy is the reliance on debt financing by these 
companies. In the period covered by the National Transactions Accounts, 
the main source of funds was clearly notes and debentures, bank loans 
ranked next and stock and retained earnings next in that order. Inasmuch 
as perhaps one-third of the book value of the outstanding shares of the 
Canadian companies represents preferred shares, it may be seen that 
the leverage ratio — the ratio of debt and preferred shares to common 
shares, or common shares and earned surplus — is very high for these 
companies. The situation in Canada in this respect is similar to that in the 
United States. For the United States it has been reported that “six- 
sevenths of the 1945-1955 expansion in total assets of the companies was 
financed through increased borrowing from other lenders. A number of 
instalment finance companies issued preferred and common stock during 
this period and all obtained funds through retained earnings, but the 
additional resources provided through these channels were small relative 
to their total borrowing, even for medium and smaller-size companies”.?* 


23 “Financial Characteristics of Principal Consumer Lenders’’, Peniamer ee oa Credit, Board 
of Governors of the Federal Reserve, September 1957, Part I, Vol. 2, p. 
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Table 5.23 
LIABILITIES OF INSTALMENT FINANCE COMPANIES IN CANADA 


Amounts Accumulation 
outstanding of changes 
end of 1954 1946-54 
Millionsa Millionsb 
of dollars % of dollars % 
Notes; and debentures. 20.0.5 scour 435 53 435 54 
Banke loans, te eee es eee 160 20 155 19 
Capital stockacsa. occ anaes 70 9 50 7 
Reserves and earned surplus........ 40 >) 40 5) 
Others eee wee occa ocsidecs ee ener 115 13 120 15 
Total 820 100 800 100 


a From worksheets underlying estimates for National Transactions Accounts. 
Dollar figures rounded to even five millions. 


b From Part VI below. 


c Includes reserve for unearned service charges, dealers’ credit balances, accrued interest dividends, rents and 
taxes and miscellaneous payables. 


It may also be inferred from Table 5.23 that there has been a very 
considerable expansion in the degree of leverage in these companies since 
1945, inasmuch as notes and debentures have increased from $2 million to 
$436 million while stock (common and preferred) outstanding has 
increased from $7 million to $120 million. A similar development in the 
post-war years has also been noted in the United States.?4 


While bank loans have been an important proportion of the liabilities 
of the companies throughout the post-war period, they were especially 
important in 1946 at the beginning of the post-war expansion and again 
in 1952 in the expansion that followed the removal of credit restrictions. 
In Table 5.24 the course of bank loans, and notes and debentures out- 
standing over the years 1946-54 is shown. On the whole the ratio of 
bank loans outstanding to notes and debentures outstanding has declined 
over the period. There is some difference among the companies in the 
degree of reliance on bank loans; smaller companies in particular rely 
to a greater extent on the banks than do the larger companies but even 
among the larger companies the practices differ. 


During the post-war period in Canada, the larger companies in par- 
ticular have developed a market outside of the banks for short-term 
secured or collateral trust notes with maturities of less than one year.” 
These notes are sold to life companies, other financial institutions and to 


24 


“Financial Characteristics of Principal Consumer Lenders’’, op. cit., p. 7. 
25 The market for these securities has been developed in the sense that parties have been induced 


to buy them; there is not, however, any trading of outstanding issues of these securities among 
Original buyers and others. 


CONSUMER FINANCE 


Table 5.24 


BANK LOANS AND NOTES AND DEBENTURES OF FINANCE COMPANIES 
IN CANADA 1946-54 


Increases in amounts 
Outstandinga outstandingb 
End of Year = 

Bank Notes and Bank Notes and 

loans debentures Ratio loans debentures 
LAG BI Shae ron Saas 32 8 4.0 26 6 
LOA Ac eta rah Rekha eee 63 45 {lat 31 By, 
LOA SRAM Mena at Ay eens Ok eR 60 64 9 mS 19 
104 eee Here vi Paks ates 76 98 8 16 34 
LOS OME Anse inns ron rn 117 178 .65 41 80 
LOST Sea ae ere ee ae ae 70 288 2 —47 110 
LOS 2 ene a ee 19] 327 6 122 39 
LS BE Ab are paler eer ae eck 217 452 S 25 124 
OSA EG eget sce 160 436 4 56 —16 


a From worksheets underlying estimates for National Transactions Accounts. 
b From Part VI below. Computed from unrounded data. 


corporations.** They are usually issued in denominations of $50,000 or 
more and are available in one or more of the following maturities: 30-89 
days; 90-179 days; 180-269 days; 270-364 days or one year. The maturity 
is often fixed to suit the particular buyer. They are usually placed through 
brokers though not always; General Motors Acceptance Corporation, for 
example, apparently makes a practice of issuing them directly to buyers, 
as does its parent company in the United States. The use of these notes 
is confined to about fifteen of the larger companies.27 


The course of outstanding bank loans and outstanding short-term notes 
for six of the largest instalment finance companies operating in Canada 
over the years 1945 to 1954 is shown in Table 5.25. This table depicts 
clearly the dramatic growth in the importance of the short-term note as an 
instrument of finance for these larger companies. 


The longer term debt issued by the companies takes the form of 
secured notes maturing in five to fifteen years or sometimes longer, and 
unsecured sinking fund debentures maturing in ten to twenty years, backed 
by a general claim on the assets of the company. While for reasons given 
above, the instalment finance companies find it more comfortable not to 
be saddled with relatively large amounts of long-term debt, especially 
amounts greater than they can keep continuously employed, call provisions 


26 Usually these notes are secured in the same way as loans to banks frequently are, namely by 
the issuer’s undertaking to deposit with the trustee acceptable collateral consisting of receivables 
purchased by the company in the ordinary course of business and being a total value of at 
least 112.5 percent of the aggregate principal amount of all such rates issued and outstanding. This 
figure of 112.5 percent has not apparently been a flexible one over time in Canada. The writer has 
verified that in the case of one company — Industrial Acceptance Corporation — this percentage 
has not been changed since 1947. 


27 A very detailed account of the market for the short-term obligations of sales finance companies 
in the United States may be found in Donald P. Jacobs, “Sources and Costs of Funds of 
Large Sales Finance Companies” in Consumer Instalment Credit, Board of Governors of Federal 
Reserve System, 1957, Part II, Vol. I, esp. pp. 353-79. 
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Table 5.25 


OUTSTANDING BANK LOANS AND SHORT-TERM NOTES OF SIX OF THE 
LARGEST INSTALMENT FINANCE COMPANIES IN CANADA 


(millions of dollars) 


Year Demand Short-term 
bank loans notes 
TOAS ee is oer ee eee 4.6 — 
1946 hc os See eee 29.9 50 
TOA Er aitthns ti tein wee eee ee 53.9 ST 
1948, Stone A ooh ee LO ot eee 49.3 13.6 
1949 OA se en Pc Sees 65.0 20.1 
1V950 oft ettevs-c ates sks CE eee oe 92.3 53.6 
LOST pees Soc a ee 47.6 142.2 
1952 5 ee Le oe eet Rn een 170.6 187.0 
19536 ee ack a tite MO eee 1723 218.7 
TSA: ceiter cuter te ee een 92.8 157.9 


Source: The four largest companies operating in Canada very kindly made their unconsolidated balance sheets 
available to the Commission. These figures are derived from these balance sheets and from published 
balance sheets of two of the other large companies, adjusted where necessary using published information 
relating to subsidiaries. It should be noted that some short-term notes are sold to banks and in the 
case of one or two companies there is some uncertainty as to how to distinguish demand bank loans 
and short-term notes. 


customarily have been included in these debt contracts which, subject to 
a penalty, permit the issuer to retire the debt before maturity. Moreover, 
the sinking fund provisions of the debenture issues automatically provide for 
retirement at a specified rate such as 214 percent to 5 percent of the issue 
each year. The call provisions and the sinking fund provisions have not 
been wholly inflexible as is illustrated in Table 5.26 summarizing the 
redemption clauses and sinking fund clauses of debenture issues of the 
Industrial Acceptance Corporation from the beginning of 1950 until the 
end of January 1957. However, the encouragements given to redemption 
by changes in the redemption clauses and in the sinking fund clauses 
have not always been in the same direction. On several occasions it 
happened that a change in the schedule of penalties for early redemption 
was offset in part in its effect on early redemption by changes in the 
proportion of the issue to be retired each year through the sinking fund 
operations. In the issue made early in 1953, a clause was included denying 
the right to redeem (except for sinking fund purposes) in the first five 
years if the redemption were part of a refinancing operation involving 
a switch to securities having lower yields. This clause did not appear in the 
mid-1953 issue nor in the 1954 issues but reappeared again in the mid- 
1956 and early 1957 issues when interest rates were rising substantially. 
In these last two issues there was a distinct stiffening of the penalty for 
redemption for other than sinking fund purposes. One must conclude that 
while these clauses reflect changing conditions in the market for the 
securities to some degree, the changes are not unequivocal in their effect 
on the over-all rate of redemption (including redemption for sinking fund 
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Table 5.26 


REDEMPTION AND SINKING FUND CLAUSES OF SINKING FUND DEBENTURES 
ISSUED BY INDUSTRIAL ACCEPTANCE CORPORATION, 1950-JAN. 30, 1957 


Issue 


Redemption Clauses 


Sinking Fund Clauses 


(30 days notice of redemption required on all issues) 


1. April 1, 1950; 
4 percent, 19 years. 


2. March 1, 1951; 
4 percent, 19 years. 


3. July 2, 1952; 
5 percent, 18 years. 


4. January 2, 1953; 
5 percent, 18 years. 


uly 2 953% 
5Y4 percent, 20 
years. 


6. February 1, 1954; 
514 percent, 20 
years. 


7. October 1, 1954; 
4Yy percent, 20 
years. 


Redeemable in whole or in part at option 
of the company, at 102.5 percent during 
first year, this percentage decreasing by 
Yeth of 1 percent in each of the next 
sixteen years. 


Redeemable at 100.5 percent in last ten 
years. 


Redeemable in whole or in part at option 
of the company at 102.50 percent during 
first year, this percentage decreasing by 
Y of 1 percent in each of next eight years. 


Redeemable at 100.50 percent for next 
five years and at par in last five years. 


Same as for issue No. 2. 


Redeemable in whole or in part at option 
of the company at 102.50 percent during 
first year, this percentage decreasing by 
Y4 of 1 percent ineach of next eight years. 


Redeemable at 100.50 percent in last ten 
years. Company denied the right to call 
for redemption in first five years if any 
obligations having a coupon of less 
than 5 percent are issued for the purposes 
of redemption. 


Redeemable in whole or in part at option 
of the company at 105 percent during 
first year, this percentage decreasing by 
V4 of 1 percent in each year to maturity. 


Redeemable for sinking fund purposes 
at one-half of above premiums. 


Same as for issue No. 5. 


Redeemable in whole or in part at option 
of the company at 104 percent in first 
year, this percentage diminishing by 14 
of 1 percent in each of next sixteen years. 
Redeemable at par in last four years. 


For sinking fund purposes, redeemable 
at one-half of above premiums. 


Starting in second year 
2Y% percent of the issue 
to be retired each year by 
buying in open market at 
a price not greater than 
redemption price, or by 
drawing at the then pre- 
vailing redemption price. 


Same as above except 
that 4 percent of issue 
to be retired each year 
after first. 


Same as for issue No. 2. 


Same as above except 
that 5 percent of issue 
to be redeemed each year 
after first. 


Same as issue No. 4. 


Same as for issue No. 5 
except that 3 percent of 
issue to be redeemed each 
year after first. 


Same as for issue No. 1. 


(Continued on next page) 
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Table 5.26 


REDEMPTION AND SINKING FUND CLAUSES OF SINKING FUND DEBENTURES 
ISSUED BY INDUSTRIAL ACCEPTANCE CORPORATION, 1950 - JAN. 30, 1957 


(Continued) 
Issue Redemption Clauses Sinking Fund Clauses 
(30 days notice of redemption required on all issues) 
8. June 1, 1956; Redeemable in whole or in part at option Same as for issue No. 6. 


514 percent, 19 
years. 


. January 15, 1957; 


534 percent, 20 
years. 


of the company at 105 percent during 
first year, this percentage decreasing by 
3/10ths of 1 percent in each of next 
sixteen years. Redeemable at par in last 
two years. 


For sinking fund purposes redemption 
of one-half of above premiums. 

No redemption permitted in first five 
years as part of any refunding operation 
involving a lower rate of interest. 


Redeemable in whole or in part at option 
of the company at 105.50 percent during 
first year, this percentage decreasing by 
4/10ths of 1 percent in each of next 
four years, .35 of 1 percent in each of 
next eleven years. 

Redeemable at par in last four years. 
No redemption permitted in first five 


A purchase fund is pro- 
vided for in a clause 
whereby the company is 
obliged to use for last half 
of 1957, an amount equal 
to 214 percent and for 
each year to 1976 inclu- 
sive, 5 percent of the 


amount of the issue to 
purchase these deben- 
tures to the extent that 
they are available at a 
price not exceeding par. 
The company may anti- 
cipate the expenditure 
obligation in whole or 
in part and credit the 
amount of the anticipated 
expenditure to a reduc- 
tion of the purchase fund 
obligation. 


years as part of refunding operation 
involving a lower rate of interest. 


purposes) of the issues. The most detailed analysis of call features of the 
securities of instalment finance companies in the United States that this 
author has seen neglects mention of sinking fund provisions but concludes 
with respect to the four largest companies that “the penalty provisions 
were insensitive to changing money and capital market conditions. There 
was some change in these provisions in 1948 but after this no material 
changes occurred. Until 1956 these options were highly favourable and 
added a high degree of flexibility to term debt acquired during this period. 
There are indications, however, that this situation had ended by the 
middle of 1956’’.?8 


A substantial portion of the long-term debt of the instalment finance 
companies is not offered publicly. For example, from public information 


28 Donald P. Jacobs, 
op. cit., p. 385. 


“Sources and Costs of Funds of Large Sales Finance Companies’’, 
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relating to the consolidated balance sheet of the Industrial Acceptance 
Corporation, it may be calculated that of the total of secured notes (with 
original maturity exceeding one year) and sinking fund debentures out- 
standing at the end of 1955, amounting to just over $100 million, about 
40 percent was not offered publicly. The debentures ($37 million) were 
all offered publicly; about $41 million of a total $65 million of secured 
notes were placed privately. Traders Finance Corporation at the end of 
1955 had outstanding about $60 million collateral trust notes (with original 
maturity exceeding one year) and $20 million sinking fund debentures. 
Practically all of the collateral trust notes were privately placed. Of the 
private placements of these companies we do not know what proportion 
was directly placed in the sense that the deals were arranged directly between 
the issuer and the investor with or without the services of an intermediary 
but with the ultimate investor taking title to the securities directly. Direct 
placements have bulked large in the distribution of finance company 
Securities in the United States; “from 1946 through 1955, 68.5 percent 
of total term debt offerings (having a maturity exceeding one year) was 
directly placed’’.29 


Data in Canada are not adequate to exhibit differences among the 
companies according to size of assets. Using published consolidated 
balance sheets we may compare the structure of liabilities of four of the 
larger companies however. We must stress that these data are from 
consolidated balance sheets and are therefore affected by the activities 
of subsidiary lending and insurance companies. In Table 5.27 a percentage 
distribution of the combined liabilities of the Industrial Acceptance Corpora- 


Table 5.27 


PERCENTAGE DISTRIBUTIONS OF LIABILITIES OF TWO LARGE AND 
TWO SMALLER INSTALMENT FINANCE COMPANIES, 1955 


Two large companiesa Two smaller companies 

Short-term notes and bank loans. . 40.3 46.4 

Secunedienotesee mies eee 20.7 14.6 

Debentuteseeer ise ene. 9.5 GEO 
Motalifundedidebte sae it ae ae BOe 25.6 

Preferredmstocktaeaeesseer ee 3.0 6.1 

GOmmMOoneStOckss at ee 6.0 5.9 
Hotalmcapitalastocke.. aes ey: 9.0 12.0 
Barned Surplusty <a: os.otemei'. x 35) 2a 
Othensliabilities:.c ease eee oe. 14.9 13.4 

Motalasliabiitiess se eesen cae: 100.0 100.0 


a Industrial Acceptance Corporation (Dec. 31), Traders Finance Corporation (Dec. 31). 
b Laurentide Acceptance Corporation (Oct. 31), Union Acceptance Corporation (Dec. 31). 


29 Donald P. Jacobs, “Sources and Costs of Funds of Large Sales Finance Companies’’, 
op. cit., p. 386. 
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tion and the Traders Finance Corporation is contrasted with that of the 
combined liabilities of the Laurentide Acceptance Corporation and the 
Union Acceptance Corporation. It will be noted that the proportion of 
liabilities represented by capital stock was smaller for the large companies, 
the difference being accounted for almost entirely by the smaller porpor- 
tionate size of preferred stock outstanding in the larger companies. The 
proportion of short-term notes and bank loans is also smaller for the 
larger companies than for the smaller ones. Funded debt is a larger 
proportion of liabilities for the large companies than for the smaller ones. 


These data are not entirely satisfactory, since they derive from con- 
solidated balance sheets, are not wholly representative of the largest com- 
panies operating in Canada and do not cover the smallest companies engaged 
in instalment finance. Data for the United States are rather more complete 
and satisfactory for comparing the distributions of liabilities in companies of 
different size. A selection of such data for the United States is shown in 
Table 5.28. It will be noted that short-term debt to banks increases as a 
proportion of liabilities with increasing size of company, except for the 
very largest companies for which commercial paper held by non-bank 
investors amounts to more than one-quarter of all liabilities. 


To conclude this factual survey of the financing of the instalment 
finance companies we remark that currently, considering all companies 
together, the principal instrument for raising funds is the short-term secured 


Table 5.28 


DISTRIBUTION OF LIABILITIES OF INSTALMENT FINANCE COMPANIES 
BY SIZE OF COMPANY, UNITED STATES, MID-1955 


Size of company 
(Consumer loans outstanding in thousands of dollars) 


Under | 100- | 500- | 1,000- | 5,000- | 7°000 


and Total 
100 499 999 4,999 | 24,999 ovEh 


Short-term notes and bank 


Lops a iere Petre ates Clsic cin can Oeaee B 18.4 30.7 48.1 58.4 59.4 46.4 48.0 
Short-term notes 
payable to banks......... 14.2 22.0 34.5 44.4 50.3 19.0 = 
Commercial paper and 
other short-term debt..... 4.2 8.7 13.6 14.0 Qs! 27.4 = 
undedidebtte tate cece ace: 29.1 Ziel 13.6 1229 18.1 Bid 31.8 
Capital and surplus.......... 45.8 39.8 30.0 DA 16.5 {lil 2 14.9 
Othershiabiliticse seen re 6.7 8.4 8.3 6.6 6.0 4.7 She 
Total ictecs deve yet ere ree 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 | 100.0 


Source: Federal Reserve Bulletin, April 1957, p. 408. 
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note maturing in less than one year. Longer term notes backed by receivables 
in the form of instalment paper rank second. Bank loans, sinking fund 
debentures, common stock and preferred stock then follow in that order. 
Subsidiaries of United States firms are able of course to draw funds from 
their parents in one form or another, and independent Canadian firms 
have been known to borrow in the United States. The short-term note has 
in Canada risen to its present important status during the post-war period 
and its development may be regarded along with the enlargement of the 
market for treasury bills as an aspect of the general maturing of the capital 
market. We have commented on the call features of the longer term 
debentures of the instalment finance companies and on the common 
practice of placing the companies’ notes privately. We have not referred 
to rates of interest at which the companies have borrowed; this will be 
discussed along with other regulators of the flows of funds to the companies 
in the section of the chapter on regulators which follows. We turn now to 
a brief review of the services supplied by the instalment finance companies 
and the growth of their assets in the post-war years. 


The instalment finance companies are engaged in the business of 
financing purchasers of and dealers in durable goods. Their financing of 
final purchasers is for the most part through an instalment loan contract; 
the total value of such contracts outstanding is referred to as their retail 
paper outstanding. They also finance dealers’ inventories of durable goods; 
this finance is typically of much shorter term than instalment or retail 
finance. The outstanding amount of accommodation to dealers is referred 
to as wholesale paper outstanding. 


At the end of 1954 the instalment finance companies had outstanding 
retail paper in the amount of $648 million and wholesale paper in the 
amount of $107 million (see Table 5.29). Of the retail paper outstanding 

Table 5.29 


ASSETS OF INSTALMENT FINANCE COMPANIES IN CANADA 


Amounts Accumulation 

outstandinga of changesb 

end of 1954 1946-54. 
Millions of Millions of 

dollars % dollars % 
Retailipapen sean fee as. Pre meta 2 oe 650 79 635 79 
Wiholesalcmpa pchemtesmerinctsem arin 105 13 105 13 
Othersassetsresaric errr iste ieee 65 8 60 8 
Dotale eye ee ea he er ee 820 100 800 100 


a From worksheets underlying estimates for National Transactions Accounts. 
b From Part VI below. 
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approximately three-quarters covered consumer goods (including all types 
of passenger cars, new and used) and one-quarter covered commercial and 
industrial goods (including all types of commercial vehicles, new and used). 
It so happens that about three-quarters of the outstanding retail paper 
covered passenger cars and commercial vehicles, while one-quarter covered 
other types of goods.°° 


The retail paper outstanding constitutes about 80 percent of the assets 
of the instalment finance companies, and wholesale paper accounts for 
another 13 percent. Attention has been drawn earlier in this chapter to 
the extremely rapid rate of growth of instalment finance in the post-war 
period. On the whole the volume of retail paper and the volume of wholesale 
paper have grown at about the same rate. At the end of 1956 the total 
volume of retail and wholesale paper of instalment finance companies that 
was outstanding was in excess of $1,200 million. 


The companies acquire their retail paper largely through dealers in 
durable goods. Practices apparently differ quite widely, but we have no 
need or desire to describe them at any length here.*! The usual practice is 
for the dealer to acquire the customer’s signature on the finance paper 
and then for a consideration, to turn the paper over to a finance company 
which checks on the customer’s credit worthiness, frequently by telephone. 
The explanation of the “consideration” given the dealer, and the protec- 
tion given the finance company each involve the so-called dealers’ reserves. 
In addition to requiring the customer to take out life insurance for the 
term of the debt, the instalment finance company normally requires the 
dealer to build up a reserve with the finance company against which the 
company may make claim in the event of the customer’s default. This 
“hold-back” is of that proportion of the finance charge on each contract 
which the finance company grants to the dealer.32 After these “dealer 
reserves” have reached an agreed proportion, perhaps 3 percent to 10 
percent*® of the dealer’s outstanding contracts with the company, then 
“hold-backs” become “kick-backs” to the dealer and in many cases consti- 
tute an important part of his income. As may be imagined, the instalment 
finance companies rely very greatly on the dealers for their business, and 
competition among these companies is more likely to focus on the dealer 
than on the customer (the final purchaser of the goods being financed) 
and to be reflected less in the total finance charge than in the terms of 


80 These proportions have been calculated from figures shown in the Statistical Summary, Financial 
Supplement, 1956, Bank of Canada, pp. 60-61. We have mentioned earlier that the Bank of 
Canada in its compilation of instalment finance figures includes instalment finance supplied by 
loan companies, which we do not include in the National Transactions Accounts for instalment 
finance companies. Dollar figures have been rounded to even five millions. 


31 For descriptions of practice in the United States the Federal Reserve Board study Consumer 
Instalment Credit may be consulted. 


32 “Typically the dealers’ share in early 1956 was one-fifth to one-third of the total finance charge.” 
“Operating Characteristics of Consumer Credit Institutions”, Consumer Instalment Credit, op. 
cit., Part I, Vol. I, p. 55. This quotation refers to automobile financing in the United States. 


38 For six of the largest instalment finance companies operating in Canada, we have calculated 
(using balance sheets, which for some companies were supplied to us on a confidential basis) 
that at the end of 1953 and at the end of 1954, dealers’ credit balances amounted to some 
5.6 percent of the retail credit outstanding. 
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arrangements with the dealers. The dealers, of course, prefer that the 
proportion of the finance charge on each contract that is granted to them 
be high and that the required proportion of balances with the finance com- 
pany to contracts outstanding be low. Competition among finance com- 
panies for the favour of dealers is not limited to negotiations on these two 
proportions however. The companies provide other services to dealers not 
the least of which is wholesale financing of their inventories. The bargaining 
power is not all on one side here either but with respect to United States’ 
experience it has been reported that “it is frequently said that the wholesale 


finance charge paid by dealers is barely sufficient and sometimes insufficient, 
to cover the costs of these services”’.?4 


We turn very briefly now to the activities of other institutions special- 


izing in consumer finance, loan companies and licensed money lenders, 
and credit unions. 


b. Small loan companies and licensed money lenders 


At the end of 1954 four small loan companies and sixty-one licensed 
money lenders reported to the Superintendant of Insurance as the 
administrator of the Small Loans Act. Money lenders or loan companies 
which charge a rate of interest less than that laid down in this Act respecting 
loans less than a given size or which make loans larger than this given 
size are not required to be licensed by the Superintendent and it is not known 
how many such lenders there may have been. It is known, however, that 
the Household Finance Corporation Limited was the largest of the 
organizations not required to report.*® 


A statement of the assets and liabilities of the firms licensed under 
the Act (plus those of the unlicensed Household Finance Corporation 
Limited), and the changes in these from 1946 to 1954 is given in Table 
30. 


On the asset side of the balance sheet, loans outstanding amounted 
to almost one-quarter of a billion dollars. A vast proportion of these assets 
was controlled by the subsidiaries of companies owned in the United 
States. According to the Superintendent of Insurance, subsidiaries of ten 
United States concerns transact 85 percent to 95 percent of the total small 
loans business in Canada.°*° On the liabilities side of the balance sheet bank 
loans accounted for some 15 percent of liabilities and claims of associated 
enterprises for the great bulk of the total. The small loan companies under 
the Act are not allowed to accept deposits and before the change of 1956 


34 “Operating Experience”, Consumer Instalment Credit, op. cit., Part I, Vol. LD Ous 


35 Prior to the changes of 1956 in the Small Loans Act, discussed below, the Household Finance 
Corporation of Canada confined itself to the making of loans in amounts of $500 or less, the 
maximum size of loans on which the rate of interest was then limited by the Act, and the 
Household Finance Corporation Limited confined itself to the making of loans in amounts 
exceeding $500, and was not required to be licensed under the Act. 


36 See the evidence of Mr. K. R. MacGregor, Superintendent of Insurance before the Banking and 
Commerce Committee of the House of Commons in Minutes of Proceedings and Evidence, 
Standing Committee on Banking and Commerce, House of Commons, 1956, p. 446. See also 
ibid., p. 709 and p. 973. 
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Table 5.30 


SMALL LOAN COMPANIES AND LICENSED MONEY LENDERS* 
ASSETS AND LIABILITIES 


Amounts. Accumulation 
outstanding» of changese 
end of 1954 1946-54 
Millions Millions 
of dollars q of dollars q% 
Assets 
instalment -credithevnremeen ne 8 3 8 4 
TOANIS'. se oes ects, cle ee eee 209 o2 183 93 
Other): ccc Aeche cor ee eres 10 4 6 3 
Total assets or liabilities........ DEBT 100 197 100 
Liabilities 
Bank#loams eis aver ones eto ee 35 15 30 15 
Claims of associated enterprises. . 162 71 144 73 
Othersh caccten cele oe one 30 13 23 12 


a Includes Household Finance Corporation Limited. 
b From worksheets underlying National Transactions Accounts. 
c From Part VI below. 


in the Act were not allowed to issue bonds, debentures or other securities 
for money borrowed.*” (This latter restriction against the issue of securities 
was removed in 1956.) These claims of associated enterprises include both 
amounts lent and subscribed to capital stock by parent companies. 


c. Credit unions 


Credit unions are co-operative credit societies accepting deposits from 
their members, and making loans to their members. They actively promote 
individual saving, and the provision of consumer credit is only one of their 
functions. According to the Economics Division of the Department of 
Agriculture, there were in 1955 some 4,100 credit unions in Canada.38 
A statement of assets and liabilities is shown in Table 5.31. Assets 
amounted to one-half of a billion dollars at the end of 1954 of which 
a little over one-quarter was invested in loans to members, a little over 
another quarter in bonds, probably mostly junior and senior government 
bonds, and a little over 30 percent in mortgages. Liabilities of the credit 
unions are made up almost wholly of the shares and deposits of members. 


C. Regulators of the Flows of Funds 


In Section B of this chapter we reviewed the information available on 
the magnitudes of the financial flows to and from the consumer sector of the 
economy. We studied the aggregate flows, drawing on the National Trans- 


37 Mr. MacGregor testified that although the prohibition against debenture issues applied only to 
small loan companies, he had made it a condition of licensing these small money lenders, in 
the interests of consistency, that they refrain from issuing debentures, ibid., p. 447, 

38 “Credit Unions in Canada, 1955”, Economics Division, Department of Agriculture, Ottawa, 
(mimeo.), p. 5 
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Table 5.31 
CREDIT UNIONS 


ASSETS AND LIABILITIES 


Amounts Accumulation 
outstand inga of changesb 
end of 1954 1946-54 
Millionse Millions 
of dollars Y of dollars % 
Assets 
[sOanS Aree eee 150 Dy 130 31 
IMOTLSa CeSep ra smeanel oe writ ae 170 Sih 135 34 
Bonds males ete nate 145 26 80 20 
OUei ey Naat Reet Sete 85 16 60 15 
Total assets or liabilities. ... ........ 550 100 405 100 
Liabilities 
DC SOSILS merit eae ce tek 510 92 370 92 
OUNCE ere nee ie ree are baer 40 8 35 8 


a From worksheets underlying National Transactions Accounts. 
b From Part VI below. 


c Dollar figures have been rounded to even five millions. 
Note: As is noted in Part VI, the statistics of credit unions’ assets and liabilities are unsatisfactory in several 


respects. It should be noted that in the National Transactions Accounts the central credit union organiza- 
tions are consolidated with the credit unions in the accounts for the credit union sub-sector. 


actions Accounts and we examined such data as could be found on the 
distributions of assets and debts by income level and compared these with 
the size distributions of income. We also considered the assets and 
liabilities of financial institutions which concentrate on the supplying of 
financial accommodation to consumers. It remains to point up the 
significance of this information in the balance of the chapter. We shall do 
this in this and the next following section. In the present section, which 
is still largely factual, we consider how the flows and balances that we have 
studied have been affected by the regulators — governmental regulators, 
price regulators and non-price regulators — and in the final section we 
attempt an assessment of the workings of the capital market with respect 
to the financing of economic activity in and by this sector on the basis of the 
facts set forth and in the light of the objectives stated in Chapter 2. 


I. Consumers and the regulators of the flows of funds 
a. Tax regulators 


Through direct taxes on incomes, governments in Canada have 
taken a larger and larger share of personal income. Our figures do not 
extend back of the middle twenties, but the national accounts data show 
that in 1927 to 1929 an average of 1.4 percent of personal income was 
paid to governments as direct taxes. This ratio rose to 2.7 percent in 
1937-39, 6.9 percent in 1947-49 and 7.7 percent in 1954-56. It 
is a simple fact that taxes paid to governments can be neither invested by 
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the taxpayer nor spent directly by him for goods and services. The income 
tax is a progressive one taking a larger percentage of high incomes than 
of low ones, but because of the distribution of pre-tax income, the bulk 
of the taxes are not paid by those in the high income tax brackets. Not- 
withstanding this, the relative effects of the tax on items which bulk 
large in the expenditure and investment patterns of high—rather than 
low — income tax payers will be greater than on other items. Of course, 
the direct taxes are not the only ones paid by consumers. Indirect taxes 
in considerable variety are also paid, and although we do not have any 
very precise knowledge it would seem that the incidence of indirect taxes 
increases much less sharply with income than that of direct taxes. 


The details of the tax regulations, especially the income tax regulations, 
also affect the investment patterns and perhaps the saving patterns of 
consumers or individuals. The treatment of capital gains and of dividends 
of Canadian corporations, the differential treatment of investment income 
earned through life insurance premiums and other forms of investment, 
and the exemption from currently taxable income of contributions to 
approved pension funds are all cases in point. It is impossible to be certain 
of some of the effects on investment practices of these details of the regula- 
tions. 


In Canada capital gains are not taxable as income. One feels that this 
must inevitably give an advantage to forms of investment for which the 
prospects of capital gains are better over other forms for which these 
prospects are poorer. But one cannot then forthwith jump to the conclusion 
that corporation stocks are given an advantage, for the prospect of capital 
gain can be built into newly issued bonds by arranging the coupon yield 
below the yield in the market so that the bonds will be issued substantially 
below par. One can observe that recognition has been given to this con- 
sideration in the issuing of bonds?® but it is virtually impossible to appraise 
the magnitude of the effect on investment in stocks by individuals of the 
absence of a capital gains tax in Canada. It is conceivable that one might 
enquire of a sample of individual investors as to the motives that led them 
to purchase stocks and thus gain some impression of degree to which this 
detail of the tax regulations in fact influenced them, but to the writer’s 
knowledge no such investigation has ever been undertaken in Canada. 
Such an investigation was undertaken in the United States where it will 
be granted the situation is somewhat different. For one thing capital gains 
are taxed in that country, though at a substantially lower rate than (other) 
income. The sample of individual investors was of so-called “active” 
investors, those whose names were in the files of contacts of security 
dealers. The number of investors included in the sample was 746 and 
included 206 individuals with 1948 incomes below $7,500; 66 with incomes 


39 It should be noted that since corporations can only claim as an expense for income tax purposes 
the coupon rate on their bonded indebtedness, this tax regulator affects corporate issuers, though 
not governments, in the opposite sense to the effect on the individual investor. 
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of $50,000 or over and 26 with incomes of $100,000 or over. The 
analysis of the effects of taxation on the investment objectives of these 
individuals was based on a classification of the investors according to 
their investment objectives. It was found that the proportion of the sample 
ranking capital appreciation, very high among their investment objectives, 
increased with income from about three-tenths of those with incomes below 
$7,500 to seven-tenths of those with incomes of $100,000 or over though the 
authors of the study recognize that the sample was, relatively to the 
population at large, probably biased toward venturesomeness in investment 
objectives, especially in the lower ranges of income. For conservative- 
minded investors (those concerned mainly with preservation of capital and 
the earning of income) the great bulk declared that they were not 
influenced by taxes in their investment policies. With respect to apprecia- 
tion-minded investors, the authors concluded that: 


“...the single most important feature of the tax structure is the 
differentially low rate at which long-term capital gains are taxed in 
comparison with the much higher rates on ordinary income, especially 
for those in the upper income brackets. This differential has stimulated 
inherently venturesome individuals to seek out investments which 
offered prospects of capital gains rather than the receipt of ordinary 
income. As a consequence, it has caused this group of investors to 
shift funds out of relatively conservative investments, offering little 
or no opportunity for capital appreciation and into more venturesome 
types of investments such as relatively speculative marketable common 
stocks, closely held companies, new ventures, real estate and oil 
properties” .*° 


This material suggests that the absence of capital gains taxes in Canada 
may be a factor encouraging appreciation-minded investors who apparently 
are concentrated in the upper income groups, where stock ownership is also 
concentrated, to invest in fields offering prospects of capital gains. But as 
the authors we have quoted have emphasized, it is very difficult to plan and 
to interpret interviews of the kind underlying their study; it is all the more 
risky to speculate as to the extent to which conclusions relating to another 
environment may relate to our own. We take no dogmatic position on 
the matter. 


For some years Canadian individual investors have enjoyed the privilege 
of reducing their income tax bill by an amount equal to a percentage of the 
dividends they have received from Canadian corporations. In 1949, when 
the measure was first introduced, the deduction allowable was set at 10 
percent, in 1953 it was raised to 20 percent. We do not have data by which 
to judge the effectiveness of this regulation in encouraging investment by 
individuals in shares of Canadian corporations. Taxation data published 


40 J. Keith Butters, Lawrence E. Thompson and Lynn L. Bollinger, Effects of Taxation: Investments 
by Individuals, Harvard University, 1953, Chapter II, esp. pp. 41-4 
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by the Department of National Revenue did not distinguish classes of invest- 
ment income before the 1950 taxation year and have never separated 
dividends paid by Canadian corporations from those paid by other corpora- 
tions. Again, as in the case of the treatment of capital gains one would 
surmise that the effect of the regulation would be to encourage investment 
in Canadian equities, but we have no direct indication of the extent of 
such an effect.* 


Another feature of the tax regulations that could conceivably affect 
the channelling of individuals’ investible funds is the differential treatment 
of investment earnings accruing to individuals through the medium of life 
insurance policies on the one hand, and investments in bonds, stocks or 
mortgages on the other hand. If an individual buys a whole-life insurance 
policy, the company earns interest on the premiums throughout the life 
of the policy and the return to the policyholder’s beneficiary is not, of 
course, subject to income tax, whereas if the individual had built up his 
estate through investment in bonds or stocks, the current income from 
these securities would have been taxable.*? If this feature of the tax 
regulations is important it is especially so for those individuals with high 
marginal tax rates. 


It is a moot question whether this consideration affects investors to any 
significant degree. In the Harvard study quoted earlier on Investments by 
Individuals, over three-quarters of the investors surveyed claimed they had 
never deliberately decided to use an insurance company as custodian and 
manager of their investments. Of the other one-quarter of the respondents, 
only one individual claimed minimizing of income taxes as his motive.** 


A feature of the income tax regulations which very likely has an 
effect on the channelling of individuals’ investible funds is that which per- 
mits the deduction from taxable income of contributions to “approved” 
pension plans. There are of course a great many factors underlying the very 
pronounced growth in group pension schemes over the last decade or two; 
insofar as the tax consideration has been of importance it is because of the 
expectation that income earned before retirement and contributed to an 


41 On pp. 7566 and 7567 of the evidence taken by the Royal Commission on Canada’s Economic 
Prospects on February 27, 1956, the following statements appear: 


“Mr. Kilburn: ... since the establishment of the 10 percent and then the 20 percent tax 
relief, we know beyond question through our own experience that the acceptance and 
distribution of common and preferred equity securities has gone on at a very much more 
rapid pace; it is continuously being extended, and the extension is directly the result 
of the tax relief that we are referring to. 


Mr. Nixon: It is particularly marked in the case of preferred shares...” 


Mr. Peter Kilburn of Greenshields and Company and Mr. Stanley Nixon of Dominion Securities 
Limited appeared on behalf of the Investment Dealers’ Association of Canada. 


42 The situation is slightly more complicated in the case of endowment policies and life annuities. 


In the case of an endowment policy, if the endowment is taken out in a lump sum, the total 
including the interest earned by the company is regarded in Canada as a return of capital 
(provided income tax was paid on the premiums as they were paid) and is consequently not 
taxed as income. On the other hand if the endowment is taken out in the form of life annuity 
then (assuming again that premiums were paid out of taxed income) the present value of the 
annuity calculated by formulae laid down in the regulations is regarded as a return of capital and 
hence is not taxed as income. (This is not a precise and general rendering of the income tax 
regulations but indicates their spirit if not their letter.) 

43 Butters, Thompson and Bollinger, Investments by Individuals, op. cit., pp. 316 to 326 esp. 
Table XII-2, p. 319. 
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approved pension scheme will be subject to taxation after retirement at 
significantly lower marginal and average rates. That this feature of the 
tax regulations may be of significance is attested, for example, by the 
demands that self-employed persons be allowed to make deductible contri- 
butions to approved pension schemes. The granting of this right by the federal 
government in the budget of 1957 led immediately to a selling campaign 
by trust and other companies of plans to which individuals could contribute 
income on which the tax was deferred. In the advertising literature attention 
was drawn to the presumed tax advantage offered by the scheme. 


Of course, the rules laid down by the taxing authorities governing the 
investment practices that pension fund administrators must follow in order 
for the plans to be approved have a profound effect on the ultimate channels 
into which individuals’ pension fund contributions flow. In the past, these 
rules have limited investments to those authorized under the Canadian and 
British Insurance Companies Act. Of late there have been some relaxations 
in the investment provisions of the regulations, but we shall take this 
aspect of the matter up later in Chapter 7. 


The taxation of estates probably has some influence on the form and 
perhaps the amount of consumer saving. This is undoubtedly a most compli- 
cated area for study and we shall not become enmeshed in it. We may 
however mention one effect of estate taxation on the types of investment 
undertaken, the direction of which is non-controversial. For large estates 
the necessity of meeting a large tax bill quite suddenly implies the desirabi- 
lity of keeping a substantial portion of the estate in assets that are readily and 
cheaply convertible into cash. The value of life insurance in this respect is 
often argued by life insurance salesmen and undoubtedly the argument has 
been effective. 


Another effect of the succession duty legislation has been to promote 
schemes for minimizing duties. One of the most common of these, apparen- 
tly, is that whereby a man of means leaves his estate to his children and 
provides that his widow is to have a life interest in the proceeds. Under 
the present federal and provincial legislation, this avoids double succession 
duties (such as would be required if the estate were left to the widow who 
in turn left it to the children upon her death) and it also involves lower 
duties than if the estate were left directly to the children. The saving of 
duties by this scheme is large enough to have encouraged its rather wides- 
pread adoption. (We cannot be precise of course.) The point we are interest- 
ed in is that bequests in such form require the appointment of trustees for 
the purpose of managing the funds. The important question is one we cannot 
answer; it is the question whether in this way succession duties have encoura- 
ged the appointment of trustees with authority to invest only in securities 
under the “prudent man” regulations imposed on trust companies or of 
trustees with much wider investment powers. This question is only the first 
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of several that may be asked about the dark unknown area of the investment 
of funds held in trust. 


We have mentioned specific details of the tax legislation that may affect 
the channelling of consumers’ funds. It is unfortunate that in most cases 
we can give no very definitive indication of the degree of the influence of the 
tax regulations. There is even a question of the extent to which individual 
investors are aware of the details of the regulations. On the whole, consumers 
are not sophisticated investors as we shall argue further below. This is 
not to deny that there are some highly sophisticated individual investors. 
Probably the degree of sophistication varies directly with income and this 
not only because those with higher incomes gain more investment practice 
but also because they are more prone to seek and consider professional 
advice. 


b. Price regulators 


The amount of saving as well as the allocation of saving by the consumer 
sector undoubtedly is influenced by the prices of goods and services (and 
the excise taxes they reflect) as well as by the prices or yields of securities. 
The decision to buy or sell government bonds or to increase or reduce 
bank deposits reflects as much the prices of automobiles and houses 
as the rate paid on deposits and the yield on bonds. Though no conclusive 

“proof” can be offered, one suspects that for a very great many consumers, 
indeed we might even hazard the guess that for the bulk of consumers, 
the prices of goods and services figure more prominently in their calcula- 
tions than the returns on alternative financial uses of their funds or the 
costs of borrowing. There is always a substantial body of consumers who 
do not save positive amounts at all. We do not have figures for Canada, but 
in the United States, for example, in 1948 and 1949 the percentage of 
spending units which saved positive amounts was of the order of 60 percent 
to 65 percent. The proportion of spending units which saved positive 
amounts increased from substantially less than one-half at the lowest 
income level to 80 percent to 85 percent at the level $7,500 and over. 
There are many savers whose saving is of a contractual nature and is 
inextricably associated with the purchase of goods and services. In this 
category one must place saving through life insurance premiums and 
contributions to pension funds as well as the saving involved in repayment 
of mortgage debt*t and debt incurred particularly in connection with 
purchases of other durables. For yet other consumers saving though not 
contractual is in the nature of a residual activity, rather than one under- 
taken deliberately in an effort to earn investment income. Much of this 
saving must find its way into liquid assets such as bank deposits, and 
government bonds especially of the non-marketable variety. While this 
residual saving can scarcely be said to be related particularly to the prices 


44 Even though in the National Transactions Accounts we account tis repayment in the 
unincorporated business sector and the saving thus takes the form of an increase in equity in 
unincorporated business activities. 
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of goods, neither can it be argued that it is responsive to the yields of 
investments. This raises the question to which we wish to direct attention 
especially in this sub-section, namely to what extent is the supplying and 
demanding of funds in the consumer sector of the economy responsive to the 
yields on investments and the alternative costs of borrowing. It may be 
that the bulk of consumers is concerned more with prices of goods or 
services than prices of securities, so to speak, in their calculations, but it 
may nevertheless be true that the greater proportion of the funds moved 
out of and moved into the consumer sector are moved by consumers who 
are sensitive to yields and the costs of funds. Even if one may doubt 
whether consumers who are sensitive to yields and costs move the bulk 
of the funds entering and leaving the consumer sector it may still be true 
that a marginal group of consumers, or consumers who move marginal 
amounts of funds, are sufficiently sensitive to yields and costs as to make 
it possible for changes in these to have significant effects on the channelling 
of the flows out of and into the sector. After all, the important question 
is whether the changes in relative prices are effective at the margin. 
However, with respect to the consumer sector it is particularly difficult to 
give a satisfactory answer to the question on the basis of the information 
available. As we have remarked in other connections earlier in this study, 
we know all too little about the consumer sector, too little about its agere- 
gate flows of funds, let alone the relation of these flows to yields and costs. 
To facilitate our presentation of the matter we shall consider consumers as 
investors first, and as borrowers later. 


In order to discuss how sensitive consumers are to changes in yields and 
differences in yields on different classes of financial assets, one would 
need information on the changes in their portfolios that could be matched 
with data on yields. Our poverty in this field can be amply illustrated by 
the reminder that in estimating annual flows of funds we had to be content 
with estimates that for the consumer sector combined stocks of all kinds 
with all types of non-federal government bonds. We are a very long way 
yet from, say, monthly series on purchases and sales of financial assets by 
consumers which can be matched analytically with monthly series on the 
yields of these assets. It would be particularly helpful if an income distribu- 
tion of the purchases and sales were available but this is of course an even 
more utopian prospect. 


There are some scraps of information of this kind; we have monthly 
series and indeed, beginning recently, weekly series, on outstanding Canada 
Savings Bonds and savings deposits in commercial banks, assets which are 
held entirely in the consumer sector. We have the corresponding infor- 
mation on the yields of these assets. 


In Canada it is customary to announce the terms of a new series of 
savings bonds in late August and for sales to begin at the middle of 
October. The bonds offered in late 1955 were 12-year bonds and had 
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a yield to maturity of 3.25 percent. They were cashable at par plus 
accrued interest at any time. Over the year (1956) the interest rate 
payable on the minimum balances in personal savings accounts at com- 
mercial banks rose from two percent to two and one-half percent. In 
the fall of 1956, 1244 year bonds were offered with an average yield to 
maturity of 3.76 percent so that the spread in yields on these bonds and 
savings deposits was maintained, but the yield was graduated so as to 
increase with the length of time the bonds were held.*® (The feature per- 
mitting conversion to cash at any time at par plus accrued interest was 
retained.) In spite of the penalty against early encashment of the bonds, 
the fall in Canada Savings Bond holdings from the end of November 
1956 to the end of June 1957 was 10.8 percent as compared with a 
fall of 6.8 percent from the end of November 1955 to the end of June 
1056.46 In February of 1957 the rate on savings deposits in commercial 
banks increased again to two and three-quarters percent, and there was 
a noticeable decline in the rate of increase of savings bond holdings as 
compared with the rate of increase of savings deposits in the first half of 
1957.47 It is a moot question whether the increase in the rate of encash- 
ments in spite of the penalty involved, is evidence of lack of awareness 
of yields available on this and other assets or not. We cannot answer 
on the basis of this information. However, it could be argued that the 
authorities felt it was necessary to raise yields on the 1957 series in order 
to attract buyers, for at the end of August it was announced that the 
average yield to maturity on 13-year bonds to be issued in October 
would be 4.46 percent per year. One wonders how the authorities view 
the degree of sophistication of consumer-investors, however, when one 
reflects that if the 1957 bonds were held only two years they would 
yield 3.25 percent and that in September the government offered 2-year 
marketable bonds at a yield of 4.97 percent which in the event did not 
quickly draw the bonds out of the dealers’ hands. It may be granted that 
these marketable bonds were not offered in denominations below $1,000 
and could not be purchased through payroll deductions, in the same way 
as savings bonds. One suspects that the official view is that the market is 
highly compartmentalized and that the buyer who would be attracted 
by 3.25 percent on a saving bond held two years would not likely be aware 
that 4.97 percent could be obtained on a two-year marketable government 
bond. The writer’s feeling is that such compartmentalization is a character- 
istic of the market. 


In the United States the Chairman of the Board of Governors of the 
Federal Reserve System after noting that yields of marketable United 


45 For the first year and a half the yield was 3.25 percent; for the next two, 3.50 percent; for 
the next two, 3.75 percent; and for the remaining seven, 4 percent. 

46 These figures pertain to all series of outstanding Canada Savings Bonds; the monthly amounts 
outstanding of each series are not made public. 


47 Comparing average figures for the first six months of 1955, 1956 and 1957, we find that 
outstanding savings bonds increased 17 percent from 1955 to 1956 and only 2 percent from 
126 £0 eines deposits increased by 7 percent from 1955 to 1956, and by 6 percent 
rom to , 
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States government securities had risen above the yield on savings bonds 
and that rates paid on deposits by banks and other institutions had increased, 
remarked that “without some adjustment in the relative returns obtainable 
from savings bonds as compared with other forms of investment, net liqui- 
dation of savings bond debt is likely to continue at an accelerated Hacc 
This authority apparently felt that there was some sensitivity to yields among 
consumer investors. However, he was also aware of some compartmenta- 
lization in the market as he observed that “sales of large denomination E 
and H bonds have been mote sensitive to changes in flexible interest rates 
than has been true of smaller denomination bond sales”.4® 


In both Canada and the United States the rates paid on deposits by 
trust companies and other savings institutions move in close accord with 
the rates paid by banks. It could therefore be argued that the officers of these 
institutions think, at least, that consumer investors are sensitive to these 
rates. Probably they are right. 


Probably there is a strong degree of compartmentalization of the market 
with groups of investors confining themselves to restricted groups of 
investments and perhaps showing some sensitivity to yields within the 
class of assets they buy. But nevertheless there are likely a few investors, 
on the margins, so to speak, who respond to changes in interest rates on 
assets within wider groupings. But the information we have leads only to 
this weak and qualified conclusion. 


There may be other types of information of this kind on flows of 
funds in relation to yields that could be cited to illumine the question of 
the sensitivity of consumer investors to alternative yields, but in the main 
we are forced to rely on information of a different kind, namely that which 
we arrayed in Section B.1. of this chapter. Unfortunately it is not such as 
will support a categorical conclusion. We can neither argue from this 
information that the largest proportion of the funds moved out of the 
consumer sector was moved by consumers who are relatively insensitive to 
yield differentials nor that “at the margins” there are significant shifts of 
flows of funds in response to changing differentials. But let us review the 
information, such as it is. 


In Table 5.2 above we showed the percentage distribution of the 
increases in financial assets of the consumer sector cumulated over the years 
1946 to 1954. These figures showed that of the net increase in such assets, 
47 percent represented increases in holdings of deposits and Govern- 
ment of Canada bonds and payments of insurance premiums and certain 
contributions to pension funds. Another 22 percent represented increases 
in claims against unincorporated business, while increases in stocks and 


48 “Interest Rates on Savings Bonds”, Statement of Chairman Martin of the Board of Governors 
of the Federal Reserve System on bills to increase the maximum. interest rate permitted on 
United States Savings Bonds, before the Committee on Ways and Means of the House of 
Representatives, Feb. 21, 1957. Reprinted in Federal Reserve Bulletin, March 1957, p. 270. 


49 Ibid, p. 270. 
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other bonds accounted for 12 percent, and mortgage investments another 
13 percent. However, over this period consumers reduced their holdings 
of marketable Canada bonds (though not of savings bonds). Moreover, 
the claims on unincorporated business include not only the investment 
of consumers in such business as ordinarily conceived but also in the 
business of home owning which is not always considered as unincorporated 
business. If we omit claims on unincorporated business and marketable 
Canada bonds from the calculation, we see that of the remaining items, 
mortgage investments and “stocks and other (non-Canada) bonds” amounted 
to about one-quarter of the total flow (each comprising about one-eighth) 
while deposits, non-marketable Canada bonds and insurance and pension 
contributions comprised a little over two-thirds of the total flow. This cal- 
culation gives us some feel for the orders of magnitude involved. More 
than two and one-half times as much flowed into deposits as into stocks and 
non-federal bonds combined. More was invested in currency and deposits 
than in stocks, non-federal bonds and mortgages combined. More than 
two and one-half times the amount invested by the consumer sector in 
stocks, “other bonds” and mortgages is represented by investment in liquid 
assets such as deposits and savings bonds and contractual saving through 
insurance premiums and certain contributions to pension funds. 


Our data on contributions to pension funds are incomplete and there 
is a possibility that consumer saving has been underestimated in two or 
three of the post-war years, but allowing for those considerations it appears 
that about 30 percent of consumer saving over the years 1946 to 1954 is 
accounted for by insurance premiums and contributions to pension funds. 
This is contractual saving, and it is exceedingly doubtful whether a signi- 
ficant proportion of it was undertaken in response to calculation of the 
yields available on the monies so disbursed. Such saving is part of a 
package which includes protection against loss of life or earning power 
and in some cases is a condition of employment. The yields earned are 
not generally known among the investing public. Moreover, the Harvard 
survey cited earlier of “active” and presumably relatively sophisticated 
investors revealed that very few buyers of life insurance are motivated by 
investment considerations.®°° 


The data on saving by income levels showed that the proportion or 
spending units accomplishing a positive amount of saving increases with 
income. As a consequence we find that by and large the proportion of all 
spending units holding assets rises with income for all assets. The patterns 
in these frequency data differ however. The frequencies at any income 
level show marked differences as among different classes of assets, and 
for some kinds of assets such as savings deposits and savings bonds the 
frequencies fall off at the higher income levels.*! 


50 See above p. 170. 
51 See Tables 5.12 and 5.13. 
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Liquid assets are held much more commonly throughout the income 
scale than stocks. The Canadian data which include all bond holdings 
among liquid assets show that among non-farm families in 1956 the 
frequency of holding rises from 54 percent in the “under $1,000” class to 
94 percent in the “$10,000 and over” class. The frequency of holding of 
marketable stock however is only 3 percent in the “under $1,000” class 
and reaches only 51 percent in the “$10,000 and over” class. Liquid assets 
are held much more commonly throughout the income scale than is mar- 
ketable stock. Ranking spending units from low income to high, we found 
that those with incomes below $5,000 earned about one-half of the 
income and held about one-half of the liquid assets. Approximately 82 
percent of the liquid assets held by the non-farm families surveyed were 
held by those with incomes under $10,000. We do not have figures showing 
the income distribution of the amount of stock held by consumer units in 
Canada. American figures suggest that from 50 percent to 80 percent of the 
marketable stock owned by individuals was held by those with incomes 
over $10,000.5? The Wisconsin data (which of all the sources available 
shows the widest distribution of stock holdings) suggests that at least 60 
percent of untraded stocks are held by individuals with incomes over 
$10,000. Whatever the precise proportions, it is almost certain that the 
proportion of marketable stock held by those with incomes over $10,000 
is less than the proportion of all untraded stock held by the same spending 
units. From this information and from such limited information as we 
were able to find on portfolio distributions by income level we may con- 
clude that liquid assets have the most prominent place in the portfolio of 
the lower income groups, and that stocks have the most prominent place 
in the portfolio of the higher income groups. Moreover, it would seem 
that at successively higher income levels the proportion of generally riskier 
and less liquid assets increases. 


Throughout the income ranges, the Canadian data show that far 
more consumer-investors held savings deposits in commercial banks than 
held deposits in other institutions which by and large paid higher rates, 
and far more held savings deposits than held Canada Savings Bonds which 
also paid a higher rate and which were encashable at par at any time.®* 
Of those who held savings deposits, the proportion having no Canada 
Savings Bonds fell from a high of 78 percent in the “under $1,000” and 
rose again to 58 percent in the bracket “$10,000 and over” as may be 
deduced from Table 5.32.54 It is clear that most holders of savings deposits 
were not lured by savings bond yields to switch even $50 from savings 
deposits into savings bonds. On the other hand, among those who held 
either savings bonds or savings deposits or both, the proportion who held 
both was over one-fifth in the lowest income brackets and rose to approxi- 


52 See Table 5.14. 
53 See Table 5.12 above. 


54 For somewhat similar data for the United States, the reader is referred to “The Financial 
Position of Consumers” in Federal Reserve Bulletin, August 1957, pp. 878 to 901, especially 
Supplementary Table 8, p. 896. 
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Table 5.32 


DISTRIBUTION OF HOLDERS AND NON-HOLDERS OF CANADA SAVINGS BONDS 
AND SAVINGS DEPOSITS IN CHARTERED BANKS, BY INCOME LEVEL 
CANADA, EARLY 1956 


Percentage of units holding 


No C.S.B.’s GSIBEsS Savings GC_S.Bes 
Income level and no and no deposits and 

in 1955 savings savings and no savings Total 

deposits deposits C.S:Bas deposits 
Under $1,000...... 54.6 3a) 32a 10.1 100.0 
STL000=19 09 irae 50.8 3.9 33.8 ES) 100.0 
2,000- 2,999...... 48.8 2.8 37.0 11.4 100.0 
3:000=93,999 a). sins 38.4 6.6 41.1 13.8 100.0 
4,000- 4,999...... Bor 5.9 40.7 20.2 100.0 
5,000- 6,999...... 2le3 6.9 47.0 24.8 100.0 
7,000- 9,999...... 15.3 6.9 38.6 39.2 100.0 
10,000 and over.... 22.6 5.8 41.2 30.4 100.0 


Nore: This table has been supplied by the Dominion Bureau of Statistics from their material deriving from the 
survey of income liquid assets and indebtedness of non-farm families described and reported upon in 
their Reference Paper No. 80 entitled Income, Liquid Assets and Indebtedness of Non-Farm Families in 
Canada, 1955, published in 1958. 


mately 30 percent in the brackets “$4,000 - $5,000” and $5,000 - $7,000”, 
and 46 percent in the bracket “$7,000 - $10,000”, falling back to just under 
40 percent in the “$10,000 and over” bracket. Moreover, at all income 
levels, between 5 percent and 11 percent of those who invested in at least one 
of savings bonds or savings deposits invested in savings bonds but not 
savings deposits in commercial banks. Thus, even allowing that there are 
many reasons for purchasing savings bonds or for making savings deposits, 
this evidence would not permit us to conclude that all investors who con- 
centrate their holdings in liquid assets are insensitive to changes in relative 
yields. On the contrary, the evidence is consistent with the proposition 
that there may be a significant, if marginal, group of lower income consumer- 
investors who respond to changes in yield differentials. 


At the upper end of the income scale, the Canadian survey gives 
figures only for the bracket $10,000 and over. However, within this 
bracket we notice that 94 percent of the spending units hold some liquid 
assets (including all kinds of bonds) but only 51 percent held market- 
able stock. Therefore, within this bracket, according to these figures, there 
were at least 43 percent of the spending units who held liquid assets but 
were not moved by considerations of yield (or anything else) to buy so 
much as one dollar’s worth of the highest yielding marketable stock in the 
market. This is one way of interpreting this figure on frequency; the figure 
suggests that in this higher income group where one would expect sophisti- 
cated investors to be concentrated, there is a very substantial group of 
consumer-investors who prefer liquidity and security so markedly as to 
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make no or few sacrifices for yield.®5 There is however, another interpre- 
tation. At most 51 percent of the spending units in this bracket held 
some marketable stock and some liquid assets and it is within this group 
that most of the consumers who are prepared to “play the field” and invest 
in a wide range of assets with an eye to prospective yields are to be 
found. One cannot rule out the possibility that there is trading at the 
Margins in response to changing differences in yields, but we have not a 
very firm idea of how many families are involved. We do know that less 
than 3 percent of the families had incomes over $10,000 and they received 
about 10 percent of the income received,°4 , 


What conclusions can we draw? Or what speculations do we seem to 
be justified in offering? 


It would seem that for the bulk of consumer-investors, yields on 
investments are not the major consideration in investment decisions. Security, 
liquidity, the purchase of services, are all strong determinants of the invest- 
ment patterns of these consumers, and it must be added that unknown 
proportions of consumer-investors are not prepared to incur the costs of 
allaying the ignorance which prevents full exploitation of available invest- 
ment opportunities. There is reason to suppose that awareness of oppor- 
tunities is more common among those with higher incomes, and the 
overriding emphasis on security and liquidity less common in the upper 
income brackets. Those with higher incomes have by virtue of their 
incomes a degree of security and liquidity that those with lower incomes 
do not have, they have more practice and experience in making invest- 
ments and they are more likely to seek the advice of professional invest- 
ment advisors. We do not claim to establish the point beyond all question, 
but inasmuch as 90 percent of the non-farm families earned less than 
$7,000 in 1955, and in view of the great preference for liquid assets and 
especially the lower yielding liquid assets among those in this income 
range, we feel justified in offering the speculation that the bulk of consumer- 
investors are motivated less by prospective yields than by other consider- 
ations in their investment decisions. The figure is probably not as high as 
90 percent but it seems most likely that it is over 50 percent. 


If it seems likely that most consumer-investors are less sensitive 
to yields than to other considerations can it also be argued confidently that 
these investors move most of the funds that move out of the consumer 
sector? The evidence would not seem to support quite so strong a specu- 
lation as this. Let us try to fix the orders of magnitude by making a few 


55 We repeat that “liquid assets” in the Canadian survey figures includes all bonds; it is necessary 
to recognize therefore that of the 94 percent who held liquid assets some undoubtedly held 
marketable government or corporate bonds. Nevertheless, at least one-fifth of the spending units 
in this income bracket held savings deposits in commercial banks but held no marketable 
stocks. The average size of deposits among depositors was $3,000 and it may well be that the 
average was higher for the non-stock holders than for the stock holders. 


56 The reader who wishes to consult similar data for the United States on this particular point, 
which appeared after Section B of this chapter was prepared, may consult the report on the 
1957 Survey of Consumer Finances that appears in the Federal Reserve Bulletin for August 
1957, at pages 878 to 901. 
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drastic assumptions that are obviously far too strong. For the sake of 
argument suppose that all investors with incomes below $10,000 are 
insensitive to changes in yield differentials.°’ Suppose further that the 
proportions of the annual flows into each class of asset emanating from 
this group of investors are equal to the holdings of these assets by the 
consumer sector. It may not be too unreasonable to suppose that con- 
sumer-investors with incomes below $10,000 pay 90 percent of insurance 
premiums and contributions to pension funds, and hold 90 percent of 
all deposits and non-marketable federal bonds,®8 and 25 percent of all the 
stocks, non-federal bonds and mortgages are held in the consumer sector. 
We calculated earlier that in the post-war years, excluding increases in 
claims on unincorporated business and excluding transactions in marketable 
federal bonds, about two-thirds of the remaining increases in financial 
assets were made up of deposits, savings bonds, and insurance or pension 
contributions. Using these assumptions and proportions we would con- 
clude that perhaps two-thirds®® of the funds flowing into deposits, savings 
bonds, non-federal bonds, mortgages, stocks, insurance companies and 
pension funds from the consumer sector were moved by consumer-investors 
who were relatively insensitive to yields on these assets. This is obviously 
a very rough calculation. We are not justified in supposing that all 
‘nvestors with incomes under $10,000 are insensitive to all yields. We 
do not know what proportion of stocks, non-federal bonds and mortgages 
are held by these investors. For these reasons and others, we cannot 
therefore support the strong proposition that two-thirds or even more than 
half of the funds moving out of the consumer sector are moved by investors 
who are less sensitive to yields than other considerations. But we would 
contend that the evidence, such as itis, suggests that this proportion 
may not be much below one-half. 


In the course of this discussion we have suggested several bits of 
evidence that point to the conclusion that consumer-investors do not all 
consider making investments in all classes of assets. The fact that all 
investors do not in fact invest some proportion of their saving in each 
class of assets is not conclusive proof of the proposition; it is always pos- 
sible to argue from such information as we have, that in spite of considering 
all alternatives, different groups of investors decide to restrict their invest- 
ment to different groups of assets. Granting this, we nevertheless offer the 
speculation that such compartmentalization does exist. The concentration 
of liquid asset holdings in the low income groups and of stock holding in 
the higher groups, and the concentration of liquid asset holdings in low 
yielding assets are the main grounds for offering this speculation. However, 
we have also noted that there is strong evidence that this compartmentali- 


57 If one prefers the cryptic technical language, we are assuming that in this income range investors’ 
demands for financial assets are inelastic with respect to the yields of such assets. 

58 The Canadian survey data showed that 90 percent of deposits and bonds of all kinds held by 
non-farm families were held by those with incomes below $10,000 and that 88 percent of 
insurance premiums paid by these families were paid by the same group. 

59 6.69 xX % + 25 x Y. 
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zation is not rigid and complete. There are groups whose investments 
overlap those of other groups. There are some lower income investors 
who in fact hold liquid assets in a variety of classes. There are a few 
spending units in the lower income groups who invest in mortgages, cor- 
poration securities and the bonds of junior governments. There are those 
in the upper income groups who hold liquid assets as well as corporation 
securities and other less liquid investments. There is undoubtedly some 
marginal trading in response to changing yield differentials. Is this mar- 
ginal trading significant? The question is very difficult and cannot be 
disposed of with the information we have so far introduced. Many of the 
funds invested by individuals are invested in financial intermediaries. This 
question of significance therefore immediately raises the question of the 
responsiveness of financial institutions to changes in yield differentials. We 
shall have to discuss this matter in later chapters and leave until the final 
chapter our attempt at appraising the general question of the responsi- 
veness of investors to changing security prices and yields. 


In final summary of this discussion of the reactions of consumer- 
investors to changing prices or yields of financial assets we may recall that 
we have concluded that a) the bulk of consumer-investors are relatively 
insensitive to yields being motivated largely by other considerations, b) a 
very significant proportion, perhaps one-half of the funds moved out of the 
consumer sector are moved by those insensitive investors, and c) groups 
of investors apparently restrict their investment to specific groups of assets, 
but these groupings overlap so that the effects of changes in the (pros- 
pective) yields of one class of asset may be transmitted by investors in 
the overlapping groups to the yields of other assets. 


So much for consumers as investors; what of consumers as borrowers? 
Are consumer-borrowers aware of and sensitive to alternative costs of 
borrowing? Our attention must now be focused on the rates of interest 
paid on loans to consumers made by banks, instalment finance companies, 
Joan companies and money lenders, retail dealers, insurance companies 
through policy loans, and credit unions. 


Perhaps the first observation to make is that a substantial proportion 
of consumers having some “personal debt” have liquid assets in excess of 
their personal debts. In Section B.1 above, we quoted figures from the 
recent Canadian survey of finances to the effect that in early 1956 
of the 48.5 percent of all spending units with some personal debt just 
under one-third had liquid assets greater than or equal to their personal 
debts. Moreover, the proportion of those debtors with liquid assets in 
excess of their debts increased dramatically with income so that in the 
income bracket $7,000 and over, approximately one-half of the debtors 
were in this position.°° There can be very little doubt that for these con- 


60 See above Table 5.20. 
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sumers, the rates of interest on their debt were considerably in excess 
of the rates they were earning on their liquid assets. 


There must be many instances in which the borrower has no idea of 
the rate of interest he is paying for his money, or no expertise in convert- 
ing charges required on different classes of debt to a common basis for 
purposes of comparison. How many borrowers through the personal 
loan department of one of the Canadian banks knew in 1953 that they 
were paying 9.32 percent for their money?*! How many borrowers 
from small loan companies and licensed money lenders know the rate 
they are paying? And even if they can compare one lending company’s 
charges with another’s how inclined are they to do that? The Superintendant 
of Insurance who administers the Small Loans Act in Canada feels 
“borrowers are not very discriminating”; their decision to approach one 
lender rather than another “is more a matter of habit than anything else”.°? 
Very often financing arrangements are part of a “package deal” and it is 
difficult to separate financing costs from other costs so as to permit calcu- 
lations of the costs of alternative methods of finance. In the realm of 
automobile finance for example the price of the car is not unrelated to the 
method of finance — the purchaser makes a “deal” which involves the 
car, its price, the finance charges and the other terms of the loan contract. 
It seems very doubtful whether many car buyers who “finance” their pur- 
chases shop around and consider a variety of alternative methods of 
finance and compare the rates of interest payable under the various alter- 
natives.°? The true rate of interest paid on a policy loan is surely a very 
complicated calculation. One wonders how general is the knowledge of 
the rates of interest charged by the various large department stores and 
mail order houses on the various types of financial accommodation they 
offer. It is of course necessary to make exceptions; there are enquiring and 
calculating consumers who will seriously choose their sources of funds in 
the light of such knowledge as they can gain of the rates of interest charged 
by each source. But without being able to prove the point, there seems 
to be abundant evidence that the bulk of credit supplied to consumers is 
made available without the consumers having clear, full knowledge of 
the alternatives available to them and the costs of each. Certainly the rates 
of interest charged by various consumer lending agencies are not advertised 
as such, and certainly any consumer would be required to do a consider- 


61 How could they? The fact only came out in a statement by the general manager of the bank 
before the Banking and Commerce Committee of the House of Commons. See ‘Minutes of 
Proceedings and Evidence”, Standing Committee on Banking and Commerce, House of Commons, 
1954, p. 1102, Table 10. 


62 ‘Minutes of Proceedings and Evidence’, Standing Committee on Banking and Commerce, House 
of Commons, 1956, p. 568. Also “I am afraid that borrowers are not as selective or as 
discriminating as they might be. Once a connection has been established, I think they are prone 
to return to the same lender’’, Ibid., p. 535. 


63 **A recent survey of 311 families in the cities of Champaign and Urbana, Ill., indicated that, 
“approximately two-thirds of consumers of instalment credit did not know the amount of the 
carrying charge or interest rate on their most recent instalment purchases”’. 

Quoted from Jean M. Due, “Consumer Knowledge of Instalment Credit Charges’, Journal 
of Marketing, Vol. XXX, p. 164, in Consumer Instalment Credit, Part I, Vol. I, p. 60, published 
in 1957 by the Board of Governors of the Federal Reserve System. 
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able amount of rather complicated arithmetic in order to be able to com- 
pare the costs of alternative methods of obtaining finance. 


c. Other regulators 


Thus far in our review of the subject of consumers and the regulators 
of the flows of funds we have discussed tax regulators and price regulators. 
We now refer very briefly to other regulators. In our examination of prices 
or yields as regulators we came to the conclusion that the bulk of consumer- 
investors or consumer-borrowers were motivated less by yields of assets 
and costs of borrowing than by other considerations. These other consi- 
derations are myriad and we can only deal briefly with a few of them. 


First of all is the fact that significant proportions of consumer saving 
and of consumer borrowing are undertaken in connection with “package 
deals” as we have called them. The purchaser of insurance is more concerned 
with obtaining protection than with the rate of interest earned by the 
insurance company on his money. The terms of the insurance contract, 
the annual or weekly premium, will for many be a principal consideration. 
The contributor to pension funds and the purchaser of group insurance 
often has no alternative but to make these commitments if he is to remain 
with his employer. The buyer of durable goods who resorts to borrowed 
money to finance his purchases is in a very large number of cases likely 
to be more sensitive to changes in the monthly payments which reflect 
changes in maturity and to changes in down payment requirements than 
to the rate of interest being charged to him. 


Advertising is a significant factor regulating the directing of consumer 
Saving and borrowing. Some classes of investment are advertised more 
widely and effectively than are others. Savings bonds and life insurance 
are perhaps the most effectively advertised classes of investment available 
to consumers, with savings deposits running a close second. The services 
of finance companies and money lenders are also widely advertised either 
directly by the companies or by the sellers of goods who use other instal- 
ment credit. 


Differences in the collateral requirements imposed by some lenders 
undoubtedly affect borrowers’ choices of creditors. Costs of shifting invest- 
ments (either the broker’s fees, or simply the trouble involved in deciding 
upon and making shifts) undoubtedly impede some consumer-investors 
and lead them to choose highly liquid assets as outlets for their saving. 
In some instances the costs of shifting are very high indeed. The cash 
surrender values of insurance policies are ordinarily not high enough to 
warrant shifting funds from one insurance company to another or from 
insurance to another class of investment. Of course money invested in 
some pension funds is irretrievably “locked in”. 
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Finally, we must refer again to characteristics of assets such as liquidity, 
security and associated characteristics (for example, the privilege of writing 
cheques against savings accounts or the privilege of exercising a vote at 
shareholders’ meetings) which, though they may be reflected to some 
degree in the yields of the assets nevertheless appear to have some inde- 
pendent effect on investors’ decisions. 


2. Finance and loan companies and the regulators of the flows of funds 


a. Regulation through legislation 


There is no act of the Canadian parliament that regulates the activities 
of instalment finance companies, though these companies were affected 
by consumer credit restrictions imposed during the war and at the time 
of the Korea crisis under the Emergency Powers Act.** Money lenders and 
loan companies are subject to limited regulation under the Small Loans Act. 


Under the British North America Act the federal parliament has the 
power to legislate with respect to rates of interest. It is on this provision 
of the British North America Act that the authority to enforce the Small 
Loans Act rests. The Small Loans Act limits the rate of interest that may 
be charged by lenders on loans of $1,500 or less, and requires all lenders 
of such amounts who charge more than 1. percent per month on any unpaid 
balances, to be licensed.*®° The schedule of maximum rates allowed under 
the Act varies with the size and the term of the loan, the maximum generally 
being lower for larger loans. The schedule is shown in ‘Tables. 33. 


Before the 1956 revision of the Small Loans Act the four small loan 
companies (incorporated by special act of the Canadian parliament) were 
not permitted to issue bonds, debentures or other securities for money 
borrowed. The Superintendent of Insurance who is responsible for admi- 
nistering the Act disclosed to the Banking and Commerce Committee of 
the House of Commons at the hearings on the 1956 revision that he had 
made it a condition of licensing all money lenders that they agree to refrain 
from issuing debentures.°* In the revision of the legislation the prohibition 
against the issue of debentures by small loan companies was removed and 
presumably the Superintendent will now feel obliged to relax his own 
private restrictions against licensed money lenders generally. Under the 
Act small loan companies are not allowed to accept money on deposit; 
there is no specific mention of the powers of other money lenders in this 
respect. 


64 At least three provinces have legislation on their statute books concerning conditional sales 
agreements. These provinces are Alberta, New Brunswick and Quebec. The Alberta legislation 
is concerned to ensure that carrying charges are clearly stated. In Quebec and New Brunswick 
the legislation deals with minimum down payments and the duration of payments; the Quebec 
legislation also deals with charges. There is some question as to the competence of the federal 
authorities in this field. There is no doubt however that they have the right to regulate banks, 
interest, bills of exchange and to legislate for the peace, order and good government of the 
country. Presumably if the federal authorities wished to regulate in this field they could base 
test legislation on one or other of these provisions. 


65 Before the revision of the Act in 1956, the Act regulated charges on loans only up to $500. 
The situation now is that there is no limitation of charges on loans in excess of $1,500. 


66 See “Minutes of Proceedings and Evidence’’, Standing Committee on Banking and Commerce, 
House of Commons, Canada, 1956, pp. 447 and 698-9. 
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Table 5.33 
SCHEDULE OF MAXIMUM LOAN COSTS PERMITTED 
UNDER THE SMALL LOANS ACT 
Size of loan Maturity 20 or 
(unpaid balance in under 21-30 Over 30 
ingdollars) months 
(Percent per month) 

S02 S300 Ralaniacdaa dociss oee — 2.0 1.0 1.0 
SOTASES 00 Biers es fa ess Cronk — 1.0 1.0 1.0 
DOL OOU oe. Mercis eisai be c.s s — 1.0 1.0 1.0 

LOOT S00 ede ee hoo corres — 0.5 0.5 1.0 


b. Price regulators and the finance companies 


Let us think of the reactions of finance companies as seekers of funds 
to changes in the relative costs of obtaining money. We observed in 
Section B.2 of this chapter that finance companies borrow from banks, 
borrow in the very short-term market (on secured notes with less than 
one year to maturity), borrow in the longer term market using secured 
notes and subordinate debentures and obtain funds from the issue of 
preferred and common shares. Thus the companies customarily incur a 
wide range of liabilities, and if they are sensitive to changes in the costs 
of borrowing there will be shifts in their sources of funds reflecting these 
changes in relative costs. 


Of course costs will not be the only considerations governing the 
companies’ selection of sources for their funds. We have argued that the 
companies prefer to operate with high ratios of short to long-term debt, 
for example, so that even if short-term rates of interest rise substantially 
relatively to long-term rates, this preference dictated by the character of 
their assets will limit the degree to which they will move into the long- 
term market. The relative states of development of the short-term market 
and the long-term market for the finance company securities is another 
factor affecting the decisions of the companies, and there are yet others 
we shall refer to in the following. As usual, the point we shall be particu- 
larly interested in is whether at the margin there is shifting of sources in 
response to changing costs of funds. 


Before entering into the detail of the discussions of these responses, 
let us examine the record of the rates of interest paid by finance companies 
on short and long-term borrowings. The record is difficult to piece together; 
there are no official statistics made available to the public.*7 For this study 
we have not tried to exhaust every available scrap of information; consi- 
derably more research is needed on the matter. We consulted records of 
the Financial Post Corporation Service to discover the yields at time of 
issue of the publicly issued secured notes (with more than one year to 


67 In the United States the supply of statistics in this field is much better than in Canada. 
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maturity) and debentures of Traders Finance Corporation Limited and 
Industrial Acceptance Corporation Limited that were outstanding at the 
end of 1956 or early 1957, and we contacted investment dealers who 
assist in placing the short-term notes of these and other companies to 
obtain the yields of these securities at time of issue for selected companies. 
This material is presented in Chart 5.4 and Table 5.34 but our record does 
not go back to the beginning of the post-war period. Observations on long- 
term issues are more frequent in the latter part of the period we have 
covered. We have no information pertaining directly to two of the largest 
companies in Canada, namely, General Motors Acceptance Corporation 
and Canadian Acceptance Corporation; these companies are subsidiaries of 
United States firms. We have not dug out the information on the smaller 
companies. Finally, we do not know what rates the banks charge on loans 
to finance companies, though one suspects that if it is not the prime rate 
on commercial loans it must be very close to it. 


There can be no doubt that the yields of the securities issued by 
the finance companies are flexible in the sense that they cannot always 
borrow at the same rate. Though in the period covered by the record that 
we have assembled, the issue of debentures was more sporadic than the issue 
of short-term notes, the yields at issue of these debentures reflect the 
movements in the theoretical yield on Government of Canada bonds. The 
most dramatic development in the sources of funds for finance companies 
in the post-war period has been, as we have described, the use of the short- 
term note maturing in less than one year. Paced by similar earlier deve- 
lopments in the United States and assisted in some degree by official efforts 
in Canada to widen the market for treasury bills, the use of this instrument 
has advanced to the point where it is now a principal source of funds for 
the larger companies. Throughout the post-war years the rates on short- 
term secured finance company notes maturing within 179 days have been 
below the prime bank rate; this fact has undoubtedly encouraged the com- 
panies to use and develop the market in notes. We would draw particular 
attention to the movement in yields of these notes maturing within 90 
to 179 days, relative to the movement in tender rates on 90-day treasury 
bills. During the period of falling yields from late 1953 through 1954, the 
yields of finance company notes fell much more than yields of treasury bills 
and the spread between these two securities narrowed considerably as a 
consequence. In the period of rising yields beginning in the middle of 
1955, again the change in yields of finance company notes greatly exceeded 
the change in treasury bill yields. While the yield on treasury bills rose 
from just below 1 percent in February 1955 to about 3.75 percent at 
February 1957, the yields on 90-179-day finance company notes rose from 
1.75 percent to 5.25 percent in the same period, doubling the spread. 


What is of especial interest in this chart for us, is that the spread 
between the yields on the debentures and the short-term notes widened 
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in the period of falling yields as the short-term yields fell more than the 
long-term yields and narrowed again in the subsequent two years as 
short-term yields rose very sharply and considerably more than long-term 
yields. In this period the spread narrowed from something of the order of 
3’/2 percentage points to one-half of one point. How did the companies 
react to these changing spreads? 


From the end of 1953 to the end of 1954 the changes in selected 
outstanding liabilities of six of the largest companies in Canada are shown 
in Table 5.35. 


The decline in outstanding paper in this year amounted to one-eighth. 
In the face of this decline in their business these six large finance companies 
reduced their short-term indebtedness by three-eighths and increased their 
long-term indebtedness, their capital stock outstanding and their surplus by 
18 percent. 


One might suppose that in the face of a decline in business, finance 
companies might be inclined to reduce their indebtedness, and since in 
1954 long-term yields declined to a lesser degree than short-term yields 
they might be inclined to reduce their long-term indebtedness rather more 
than their short-term. This however, did not happen. What were the 
extenuating circumstances? We do not pretend to know fully. It is certain- 
ly easier to run off short-term debt than long-term debt, in the short run 


Table 5.35 
SELECTED LIABILITIES OF SIX OF THE LARGEST INSTALMENT 
FINANCE COMPANIES? 


End of 1953] End of 19546} Change 
Millions Millions Millions 
of of of % 
dollars dollars dollars 
Demand bank loans........ 1723 92.8 — 79.5 — 46.1 
Short-term: notesaeemesiae a: 218.7 1769) — 60.8 — 27.8 
Sub=dlotall. seine eterteee. 391.0 D507 —140.3 — 35.9 
Secured notes (over 1 year 
KO) TMEVANITUN Do 5 oan dooodod 181.3 211.4 30.1 16.6 
Debenturesmeemererime ee 53.6 68.6 15.0 28.0 
Sub=Rotalaeeirs one ree 234.9 280.0 45.1 19.2 
Rrefcrredestoc kena vane rene 19.6 21.0 1.4 WAI 
CWonsuinersstocke marae ere 34.0 40.1 6.1 17.9 
Subslotalay ease ier cinta 53.6 61.1 ee 14.0 
Earned surplus and 
capitalisurpluss s+. ess: 23.6 28.0 4.4 18.6 


a From worksheets of the NTA. 
b The figures for Laurentide Acceptance Corporation pertain to the end of October. 
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of a year! But this cannot account for the expansion of long-term debt. 
Long-term debt expanded in 1954 though by a smaller amount and by a 
smaller percentage than in 1953. In 1952, the year in which credit restric- 
tions were removed and outstanding wholesale and retail paper of the six 
large companies expanded by nearly 60 percent, the ratio of short-term 
funds (bank loans and short-term notes) to funded debt (long-term notes 
and debentures) jumped from 1.29 to 3.53. In 1953, this ratio was brought 
down to 1.66. It may have been felt by many companies that this ratio 
was still high; in any event in 1954 it was brought down to just under 
0.90, which by comparison with these ratios in previous years looks low. 
However, if the companies felt that the decline in business in 1954 was 
likely to be short lived and thus the post-war expansion of their assets 
would soon be revived it would make sense for them to borrow in the 
long market at the more favourable yields of 1954. It is also a fact that 
the market was prepared to allow slightly more favourable call privileges 
to the companies on their debenture issues in 1954 than in 1953. We 
do not know the details of the operations of the American-owned companies; 
it appears they increased their long-term indebtedness, but whether the 
issues were placed in Canada or the United States we do not know. We do 
know that the four largest Canadian companies increased their long-term 
indebtedness and reduced their short-term obligations and it is probable 
that most if not all of their long-term financing was done in the Canadian 
market. We may conclude with respect to 1954 that the companies were 
sensitive to changes in yield differentials, but that their reactions were 
conditioned by an effort to readjust their ratio of short to long-term debts 
in the light of expectation of a quick recovery of their business and a 
resumption of the rising trend which characterized it in the earlier part 
of the post-war period. 


What of the period of rising yields, when yields in both markets rose, 
the short yields rising the more rapidly, to the point where yields on 270-day 
secured notes were the same as yields on 16 or 20-year subordinate 
debentures? One might have expected that at the beginning of the period 
of rising yields, as their assets expanded, the companies would have 
borrowed largely in the short market especially as they had already built 
up their long-term position but that as yields there rose they would move 
progressively more into the long-term market and that as demands in that 
market expanded, yields would be pushed up and other features of loan 
contracts moved against the borrowers. 


We do not have the figures for all of the larger companies for this 
period, but the figures for Industrial Acceptance Corporation and Traders 
Finance Corporation are shown in Table 5.36. 


It is clear that as business began to expand in 1955, financing was 
arranged predominantly in the short-term market through bank loans and 
short-term notes. It is also clear that the relative importance of funded 
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Table 5.36 
SELECTED LIABILITIES OF TWO CANADIAN FINANCE COMPANIES 


End of | End of | End of Change Change 
1954 1955 1956 1954-55 1955-56 
Millions Millions 
Millions of dollars of XY of q 
dollars dollars 
Industrial Acceptance 
Corporation Limited 
Short-term notes and 
banksloansenme +s eee 81 150 201 69 85 51 34 
iFundedidebtrrs uexeven< tes 97 102 122 5 5 20 20 
Wanitalistocker my aonraccs soc 23 32 42 9 39 10 31 
Traders Finance 
Corporation Limited 
Short-term notes and 
bankenotess Hraelacenery: 48 94 122 46 96 28 30 
undedidebtaawr ciate ace. 83 80 105 3 —3.5 DDS) 31 
Gapitalistock mana saaile tr 20 22 wy) 2 10 0 0 


debt financing was much greater in 1956 than in 1955. Whereas in 
1955 there was very little increase in funded debt, and a large increase 
in short-term obligations, in 1956 there was a substantial increase both 
in funded debt and in short-term debt. In 1956 the finance companies 
drew from the long and short markets (including banks) roughly equal 
volumes of funds, though perhaps still somewhat more in short-term 
funds. 


Referring especially to the period 1953 to 1955 a writer on experience 
of sales finance companies in the United States reports that “when central 
bank restraint is imposed on a buoyant economy — when both business and 
consumer demands for funds are strong —the sales finance companies 
tend to strengthen and hasten the impact of monetary policy on the capital 
market. They do so by shifting the bulk of the increased demand for 
consumer credit to the Jong-term market’’.®® 


In Canada, in 1955 to 1956 it is not true that the “bulk” of sales 
finance company borrowing was shifted to the long-term market, though 
there was a substantial shift. As usual, the factors determining practice 
are many and complicated. Perhaps it should be remembered however 
that the most significant feature in the financing of these companies in the 
post-war period was the rise in the sale of short-term notes to non-bank 
investors. Whereas there were no such sales in the early post-war years, 
they became later a most important source of funds for the companies. 
The dynamic effect of the development of this market by the companies 
tints the record of the years 1955 and 1956 as well as of earlier years. 


68 Eli Shapiro and David Meiselman, “The Financing of Consumer Credit Institutions’ in 
Consumer Instalment Credit, Part II, Vol. I, Board of Governors of the Federal Reserve 
System, 1957, p. 305. 
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It is quite conceivable that in 1956 the switch to the long-term market was 
limited by the possibilities of developing yet untapped corners of the market 
for short-term paper. Moreover, we have seen that redemption privileges 
on long-term issues were restricted considerably after mid-1956. It is also 
possible that the market for long-term money was rather tighter in Canada 
than in the United States. We know that the Industrial Acceptance Cor- 
poration went to the United States market in October 1956 for ‘7-year 
money” and again early in 1957 for “20-year money”. Some of the shift 
to the long-term market noted in the balance sheets we have reviewed was 
therefore a shift not to the Canadian but to the American long-term market. 
We do not know the details of such operaticns for the large American 
companies in Canada. 


c. Regulation through central bank control 


The central banking authorities in Canada have sought to bring pressure 
to bear on the instalment finance companies through their general oper- 
ations in the open securities market, through selective controls and through 
exhortation of the companies and indeed the public (through the Annual 
Report of the Bank). 


Our review of the responses of the companies to changes in yield 
differentials after 1953 will perhaps illustrate the effect of central bank 
pressures exerted generally through their open market operations. For 
example, in 1955 and 1956 as we have just seen, short-term yields in 
Canada rose much more than long-term yields, but the companies, while 
they reduced the rate of increase in their short-term borrowing, increased 
their long-term borrowings both in Canada and in the United States and 
the rate of increase in their assets was not reduced by any increases in the 
costs of the money they borrowed. This applies particularly to the larger 
companies. The writer cannot claim to have examined the changing con- 
dition of the smaller companies in the period of tight money; it is a fact 
however that they rely more on the banks for their funds and have fewer 
opportunities for exploiting alternative sources such as short-term or long- 
term markets in Canada and the United States and the resources of parent 
companies abroad than do the larger companies.®® However this may be, 
it is hard to argue that in 1955, 1956 and early 1957, any propensity of 
finance companies to substitute long-term money for short-term money 
substantially facilitated the transmission of the impact of central bank 
policy from the shorter maturities to the longer maturities in the capital 
market. 


On two occasions in the post-war period the finance companies were 
specifically affected by the agreements made between the chartered banks 
and the Bank of Canada. Part of the 1951 agreement fixing a ceiling on 
bank loans was a clause to the effect that loans made on the security of 


69 See Bank of Canada, Annual Report to the Minister of Finance for the Year, 1956, Dio5s 
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instalment finance paper would not be allowed to increase. In 1956 as we 
have noted in our earlier chapter the banks did not increase their lines 
of credit to finance companies, but the unused lines available must have 
been large, as loans to instalment and other finance companies increased 
over 28 percent. 


The Bank of Canada undertook in 1956 to hold discussions with the 
sales finance companies with a view to establishing a voluntary control 
that would permit further increases in instalment credit outstanding. 
These discussions did not lead to any agreement. The Governor of the 
Bank reports that “In November following the failure of the companies 
concerned to agree on measures to limit the expansion of their lending, 
the banks took the further step of changing authorized credit limits for the 
larger companies so that no further increase would be permitted to bank 
loans to such companies beyond the maximum point reached up to that 
time, except on a purely temporary basis”’.7° 


In late November 1956, the federal government issued 214 percent 
6-month bonds at $99 1/8 to yield 4.03 percent and 2%4 percent 1-year 
bonds at $98, to yield 4.31 percent. The Bank of Canada is the fiscal agent 
of the treasury and is its advisor on fiscal matters and it has been strongly 
suspected that one objective of this issue was to increase the competition 
offered by federal obligations to the short-term notes of finance companies. 


When the Annual Report of the Bank of Canada appeared early in 
1957 it contained a frank statement that the finance companies were not 
responding to central bank policies and that the continued expansion of 
instalment credit was thwarting monetary policy. In part the statement 
reads as follows: 


“Finance companies carry on an operation which is in all essentials 
banking, but are not restrained by changes in monetary conditions. 
They are able to compete for deposits through the sale of short-term 
paper in the money market and to raise funds in securities markets, 
paying any necessary rate of interest for these purposes, for increased 
interest costs do not appear to deter consumer borrowing.”" 


We need not debate whether sales finance companies are banks though 
the point has profound constitutional implications. Neither need we debate 
the contention that (within limits, presumably) consumers are not deterred 
by increased interest costs, especially if their effects are mitigated by 
extensions of the terms of the loans. We do feel however, that it would 
be difficult to forecast what effects restrictive monetary policy might have 
on instalment finance companies in a period of tight money a decade or 
even five years hence on the basis of Canadian experience in the years 1956 
to 1957. The period we have just passed through was rather special; it 


70 Bank of Canada, Annual Report to the Minister of Finance for the Year, 1956, p. 9. 
71 Bank of Canada, Annual Report to the Minister of Finance for the Year, 1956, p. 26. 
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was a period in which the companies were in the process of developing 
their short-term sources of funds. It is distinctly ironical that to a con- 
siderable degree this development was fostered and encouraged by the Bank 
of Canada. The singling out of finance companies for special mention in 
the loan ceiling agreement of 1951 was a warning to the companies that 
banks might be an uncertain source of funds in the future, and the 
reduction in bank loans in this year was matched by a pronounced expansion 
of the issue of short-term notes to non-bank lenders. Moreover, the central 
bank’s encouraging of the development of the market in treasury bills must 
have assisted the finance companies in selling their short-term notes. Once 
a corporation treasurer has learned to buy a federal treasury bill, it takes 
very little more nerve to buy a higher yielding finance company note 
especially when at the time of sale the maturity day can be fixed to the 
buyer’s specifications. But irony aside, in the years 1955 to 1957 this market 
was still being developed in Canada. When it has matured, when, that is, 
all the likely buyers have become used to the idea of buying these securities, 
and when the practice of trading in outstanding issues develops, the market 
may become sensitive to pressures, and in particular the finance companies 
may be more prone to shift to the longer term market under pressure in the 
short-term market. If such a condition develops these companies would 
become more effective as a conduit through which the impact of central 
bank pressure could flow from markets for certain classes of security to 
the market for other classes. 


The period through which we have just passed was special also in 
that a great many consumers were just learning to use instalment credit. 
This dynamic growth superimposed on a cyclical upswing in demand for 
this type of accommodation accentuated the difficulties of control. As the 
Board of Governors of the Federal Reserve System have put it: “The 
volatility of consumer instalment credit in the past was to some extent related 
to its rapid growth. If future growth is slower, the potential instability 
of this factor may be contained within tolerable margins’’.72 


Even so, two problems would remain; one is the ability of the finance 
companies to pass increased costs on to consumers. If our policy under 
full employment of resources is to encourage interest rates to rise in 
order to curtail the increase in demands for goods that leads to higher 
prices, the policy is bound to be frustrated to some degree if consumer- 
borrowers are not deterred by the rising cost of money. The second problem 
is the speed with which monetary policy might have its effects. This is a 
general problem of monetary policy and not limited to its specific effects 
in finance companies. There must remain some doubt whether the com- 
panies themselves are sufficiently sensitive to the effects of changes in 
interest costs on their profit positions to enable them quickly to transmit 
the effects of changes in monetary policy to the market for consumer credit. 


72 “Regulation of Consumer Instalment Credit”. Views of the Board of Governors of the Federal 
Reserve System (as of May 24, 1957), Federal Reserve Bulletin, June 1957, p. 648. 
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D. Concluding Observations 


In this chapter we have reviewed an array of facts covering the saving 
and financial transactions of consumers. We have discussed the regulators 
of the flows of funds into and out of the consumer sector. We have 
described aspects of the operations of instalment finance companies and 
referred to other institutions prominent in the field of consumer finance. 
Let us conclude this discussion with a very brief reflection on consumer 
finance and particularly consumer finance and the price system. 


Canadian consumers are rather high savers as judged by the standards 
of other countries. They have shown themselves willing to save both 
through tax payments and otherwise. Canadian consumers contribute 
to the social objectives of their governments through the payment of taxes 
and the purchase of government securities and by saving beyond this they 
contribute to the support of free market enterprise. Individuals are important 
direct suppliers of mortgage money and they directly commit substantial 
amounts of capital to unincorporated business and to other business. 


The flow of individual saving to business is largely indirect, through 
financial intermediaries. But individuals in their own right are the largest 
domestic source of equity capital for Canadian business apart from 
business itself. Even so only a small proportion of individual investors 
invests directly in business enterprise, and it is to an even smaller propor- 
tion that a very great many new or small or risky concerns must look for 
their equity capital. We shall discuss these and other aspects of the 
financing of business in Chapter 6 below. 


We have found that for the vast bulk of consumer-investors, yields of 
investments are not the major consideration in investment decisions, and 
that a large proportion of the funds moving out of the consumer sector — 
perhaps nearly one-half — is moved by consumer-investors who are 
relatively insensitive to yields. But even though considerations of security, 
liquidity, and convenience, to mention a few, motivate consumer-investors 
more than do considerations of yield, nevertheless there are consumer- 
investors who pay a great deal of attention to yields. Even though the 
majority of these latter investors are found in the upper income groups they 
are not found exclusively there. Broadly speaking, consumer-investors are 
compartmentalized, with particular groups of investors confining their 
holdings to particular classes of assets. But there is also some overlapping 
of groups and some overlapping of the classes of assets they hold. Thus 
there is some reason to suppose that ‘“‘at the margins” there is shifting of 
portfolios in response to changes in yield differentials. Granting this, one 
must conclude that the capital market would be an even more effective 
administrative device if more consumers were more sophisticated as 
investors. The promotion of this kind of sophistication is not easy. There 
are some possibilities of promoting it on a group basis by encouraging 
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arrangements for the pooling of consumers’ funds and the committing of 
them to the administration of professional investors who are not bound by 
overriding institutional considerations. There are signs of awakening 
interest in such pooling arrangements in Canada. It is claimed by some 
investment dealers that the promotion of the sale of Canada Savings Bonds, 
by giving individuals the experience of owning a security, albeit one 
encashable at par at any time, has been of assistance in encouraging 
individuals to acquire other types of financial investments. 


The volume of consumer credit outstanding has risen an enormous 
amount in the post-war period. This growth is viewed with alarm by 
many. For some, the growth in consumer credit is seen as morally wrong. 
We shall not pause long over this idea — a very strange one indeed in an 
economy that is so largely geared to credit. It is sometimes contended 
that the growth in consumer debt has imposed an intolerable burden on 
consumers. This is a very slippery idea, subject to a variety of interpreta- 
tions. The whole matter has recently been analyzed most effectively, in 
our opinion, in a chapter of the Federal Reserve Board’s study: Consumer 
Instalment Credit,"* and we therefore do not propose to discuss it exhausti- 
vely here. 


We are however concerned with one aspect of this matter. This is 
the burden imposed on the economy by the consumer’s ignorance of the 
costs of the money he borrows. We have contended in this chapter that 
such ignorance is very widespread. We have also contended that one of the 
reasons finance companies did not respond to the pressures of tight money 
was because they could, to some degree at least, pass higher interest costs 
on to the consumer in the form of higher charges. This was done in very 
large measure by lengthening the terms of the loans as charges were raised 
so that the increase in monthly payments could be kept to modest 
proportions. 


It may be that even if consumers know and appreciate the rates of 
interest they are paying, they will still pay even very high rates. If so, 
the price system must be said to allocate the funds and the real resources 
they command to those willing and able to pay for them and this is the 
essential function of the price system. But there are reasonable grounds 
for doubt that there are no attainable limits to the rates of interest con- 
sumers will pay for borrowed funds if they are fully aware of the charges 
imposed on them. And if consumers are led, through ignorance of the 
facts, to borrow more than they would otherwise do, a misallocation of 
resources results, and, under conditions of excessive demand for resources, 
support is given to the forces of inflation. 


Perhaps, in the future we shall have to resort to specific measures to 
control the sources of funds to finance companies in periods of inflation. 


73 Board of Governors of the Federal Reserve System, Consumer Instalment Credit, 1957, Part I, 
Vol. I, Chapter 10, entitled ““The Burden of Consumer Debit’’, pp. 189-204. 
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We have suggested that given the special circumstances the inflations so far 
experienced in the 1950’s — rapid growth of the practice of using consumer 
credit and the concomitant process of developing new sources of funds for 
the finance companies — it is difficult to forecast how effective general 
monetary pressures may be in restraining consumer credit in the future. 
We are not inclined, therefore, to urge immediate legislative action which 
would give federal authorities direct control over the amounts that finance 
companies may borrow or the specific uses to which they put their funds 
(such as cash reserves, for example).‘+ But we are of the view that there 
is one form of legislation which is as desirable in periods of inflation as 
in other periods, whose effects would be wholly salutary both in assisting 
the price mechanism in the performance of its essential function and in 
controlling inflation, and which is apparently within the competence of 
the federal parliament. This is legislation designed to ensure that those 
institutions such as instalment finance companies, loan companies, money 
lenders, banks and retail dealers, which extend credit to consumers, state 
the rate of interest being charged clearly and in such form as will permit 
consumers readily, without elaborate calculation, to compare the rates 
charged by different lenders. The price system and monetary policy 
which works through the price system, cannot work if prices are not known 
generally. Advertising in clear unequivocal terms of rates of interest 
being charged on loans to consumers would facilitate the working of the 
price system and of monetary policy in the realm of consumer credit and 
consumer transactions generally. It would appear that legislation is 
needed to induce such advertising of the rates. 


4 As a relevant matter of interest we record the following statement made by the Board of 
Governors of the Federal Reserve System in May 1957: 
“««..The Board of Governors believes that a special peacetime authority to regulate consumer 
instalment credit is not now advisable. The Board feels that the broad public interest is better 
served if potentially unstabilizing credit developments are restrained by the use of general 
monetary measures and by the application of sound public and private fiscal policies’, Printed 
in the Federal Reserve Bulletin, June 1957, pp. 647-48, esp. p. 648. 
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Chart 5.1 
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Chart 5.2 


COMPARISON OF INCOME DISTRIBUTION OF SPENDING UNITS 
WITH INCOME DISTRIBUTION OF LIQUID ASSETS (EACH 
CUMULATED FROM LOW INCOMES), IN CANADA AND 

THE UNITED STATES, EARLY 1956 


60 
SPENDING UNITS 


Source: Table 5.11 
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Chart 5.3 


LORENZ CURVES RELATING TO INCOME AND TO LIQUID ASSETS, 
CANADA, EARLY 1956 


CUMULATIVE PERCENTAGE OF SPENDING UNITS 


1. Comparison of distribution of spending units and distribution of income each 
by income size classes and each cumulated from low incomes. 
2. Comparison of distribution of spending units and distribution of liquid 


assets each by liquid asset size classes and each cumulated from low levels 
of liquid asset holdings. 


Sources: Curve 1. Incomes, Liquid Assets and Indebtedness of Non-Farm 
Families in Canada, 1955, D.B.S. Reference Paper, 
No. 80, Table 1. 


Curve 2. Unpublished information relating to incomes, liquid assets 
and indebtedness of non-farm families in Canada, 1955, 
kindly supplied by DBS. 
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Chart 5.4 
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BUSINESS FINANCE* 


A. Introduction 


In this chapter we shall be concerned with some aspects of the financing 
of business. We cannot hope to exhaust so far-reaching and complicated a 
subject in a single chapter; our aim is much more modest. As in most 
other chapters of this volume we shall first review selected facts and then 
against this background we shall concentrate on the regulators of the flows 
of funds. 


The subject of business finance is complicated and extensive. It is so 
in considerable degree because of the diversity in the forms of business. 
On the one extreme we have the business of private home owning; at the 
other there are great public enterprises such as railways, other utilities 
and even public manufacturing concerns. In between we have the farmers, 
the mining and forestry concerns, the great and small manufacturing 
establishments and the private businesses that provide services to the 
nation including indeed the financial businesses. While we shall offer a few 
aggregate statistics that cover business defined in this all-inclusive way, 
we shall not discuss the business of home owning or the financing of govern- 
ment enterprises. The provision of funds to financial institutions will be 
taken up in subsequent chapters. Our main concern here will be with private 
non-financial corporate enterprises; the financing of unincorporated business, 
including agriculture, will also be considered, though in less detail. 


While in Chapter 5 on “Consumer Finance” we were concerned both 
with the provision of finance to consumers and the provision of finance by 
consumers, in this chapter we shall be almost wholly concerned with the 
supplying of finance to business and the demand for finance by business. 
As we saw in Chapter 4, the business sector is the largest net demander 
of funds in the economy, notwithstanding the very great importance of 
business saving in financing many forms of business enterprise and not- 
withstanding the fact that some business concerns supply funds to other 
businesses. 


* Charts referred to in this chapter appear on pp. 298-300. 
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B. A Factual Review 


1. Saving and investment by business 


Let us first remind ourselves of the orders of magnitude of the figures 
relating to saving and investment by all business enterprises in the post-war 
period. This data has been presented in scattered places throughout Chapter 
4; it also appears in the National Transactions Accounts set forth in detail 
below. In Table 6.1 we collate and summarize the information. 


The data in Table 6.1 refer to all non-financial business in the years 
1946 to 1954. The figures that are available for 1955 and 1956 include 
financial business as well, though of course the balance of saving less 
investment in this sector of the economy is trivial, made up as it is of financial 
intermediaries. For all years the business of home owning is included with 
unincorporated business. 


As we have noted in Chapter 4, the business sector has been a deficit 
sector in each year of the post-war period in the sense that saving in that 
sector, though substantial, has been less than the amounts spent in that 
sector currently on inventory accumulation and fixed capital formation. 


It is emphasized at many points in this volume that “deficits” of the 
sectors are defined by the accounting conventions employed. It is especially 
important to remember this in connection with the unincorporated business 
and government enterprises sectors. By convention no net saving is shown 
for the unincorporated business sector, it being accounted as an increase 
in consumers’ equity in this form of business. Expenditures on new housing 
are included in the accounts of the unincorporated business sector, as are 
changes in liabilities for housing mortgages; but investment in mortgages 
by consumers is recorded as such in the consumer sector. With these 
conventions, the deficit for unincorporated business shows as rarely smaller 
than that for non-financial corporations in the post-war years and sometimes 
as very much larger. Indeed, even if we reduce the deficit of this sector 
by the amount of the increase in consumers’ equity, it still remains greater 
than the deficit of non-financial corporations in several years. Similarly 
with government enterprises, net saving is accounted in the increase in 
equity of governments in the enterprises. In 1949, 1952, 1953 and 1954, 
the “deficit” of government enterprises exceeds that of non-financial corpora- 
tions even if we reduce the deficit of the enterprises by the increase in 
government equity in them. Over the years 1946 to 1954 inclusive, the 
deficits or net demands for funds by unincorporated business were $7.1 
billion, by non-financial corporations $3.1 billion and by government 
enterprises $2.8 billion. Over all the post-war years 1946 to 1956, the net 
combined demands by each of these three business sectors were $18.0 
billion. This is the amount by which saving of $28.7 billion was less than 
investment of $46.7 billion. 
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In considering the net demands of the business sector on other sectors 
of the economy, sight should not be lost of the very considerable magnitude 
of saving in the business sector. Business saving in the years 1946 to 1956 
averaged over 55 percent of total saving (defined to include offsets to 
government gross capital formation); personal saving was 21 percent of 
total saving on the average over this period. 


Let us now consider in more detail the financing of different types 
of business enterprise. We shall pay especial attention to the financing of 
privately-owned (non-financial) corporations to which we now turn. 


2. The financing of privately-owned non-financial corporations 


In considering the financing of corporations the first point to be 
recognized is the very considerable importance of the saving done by the 
corporations themselves. This saving in the post-war years was very much 
larger — over three and one-half times larger than the net demands made by 
corporations on other sectors of the economy. 


Two of the main components of corporate saving are capital consumption 
allowances and undistributed profits. At the beginning of the post-war 
period the capital consumption allowances were rather lower than un- 
distributed profits for private corporations but over the period they grew 
very much more rapidly than undistributed profits. Average figures for the 
years 1946 to 1948 and 1952 to 1954 are shown in Table 6.2. 


Table 6.2 


CAPITAL CONSUMPTION ALLOWANCES AND UNDISTRIBUTED PROFITS 
OF PRIVATELY-OWNED CORPORATIONS 


Average for Average for 
1946-48 1952-54 
1. Capital consumption allowances etc.a ($million).... 569 1,358 
2. Undistributed profits> ($ million)................ 635 639 
3;., Ratio Of D462: Fou. oat ae eee een ee 0.9 Dal 


a aga B 1 (a) of National Transactions Accounts as presented in Part VI below for Sectors Ul, V, VI and 


b Item 49 (a) on p. 49 of National Accounts: Income and Expenditure, 1926 to 1956, published by Dominion 
Bureau of Statistics, Ottawa. 


Corporations saved very large sums in the post-war period, and they 
supplied funds to other sectors; but they also withdrew funds from other 
sectors. Indeed, as we have pointed out they were net demanders of funds 
from other sectors in all but two of the nine post-war years. In Table 6.3 
the amounts of the changes in many categories of financial assets and 
liabilities are shown for each of the years 1946 to 1954. Let us review 
this information briefly. Before doing so however, we must once again 
remind the reader that while we feel we have done the best that can be done 
in marshalling existing information on the transactions of the corporate 
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sector we are not satisfied with existing basic information. Several of the 
important estimates are residual estimates; information underlying other 
estimates is incomplete, and for some categories we could not produce 
estimates that warranted separate display. The accounts in Table 6.3 
are an abbreviated version of a fuller statement in Part VI. The reader 
is invited to consult this fuller statement and the explanations of the accounts 
given in Part VI. 


Among the asset items the largest figure shown in many of the years 
is that labelled “other transactions and errors (net)”. We shall not go 
into this set of summary figures here. It includes what is known of 
transactions in existing real assets, receivables and payables and certain 
unclassified transactions as well as the residual in the corporate financial 
account, which in some years is large. Over the years 1946 to 1954 
currency and deposits were built up by this sector by some $720 million 
and in only one year, 1951, a year of especially heavy corporate demands 
on other sectors for funds, was there actually a drawing down of deposits. 
Charge accounts and instalment credit outstanding on the books of retaii 
corporate business increased in every year save the year of credit restric- 
tions—1951—the total increase over the first nine post-war years amounting 
to some $360 million. Mortgages are not an important asset of non-financial 
corporations, but certain kinds of non-federal bonds are at times. In the 
first two post-war years corporations reduced their holdings of these bonds; 
for the next two years there was virtually no change in their holdings. 
In 1950 they reduced their holdings again but in each of the remaining 
years in our record they increased their holdings. The net increase over 
all post-war years was some $400 million. With respect to corporate 
holdings of Government of Canada bonds the story is different; in every 
year but 1950, non-financial corporations were net sellers of Government 
of Canada bonds, net sales over the first nine post-war years being of the 
order of $675 million. Sales were heaviest in the first three post-war years 
and in 1951 and 1952. 


Corporations borrowed very considerable amounts during the post- 
war years; loans increased by $1,380 million, mortgage loans by $700 
million and bonds outstanding by over $2,130 million. There was a 
substantial variation from year to year in the amounts borrowed in each 
of these categories; in some years the changes were reinforcing and in other 
years offsetting. In the period 1946 to 1954, the year of highest borrowing 
by corporations through bonds, mortgages and loans was 1953, when just 
over $700 million was the amount of these net borrowings. 


Stock issues were also an important source of funds; our figures show 
the net increase in liabilities for stock outstanding at just over $1 billion 
for the first nine post-war years. Stock issues were not as large as borrowings 
as sources of funds in these years however; borrowings through bonds, 
mortgages, bank and other loans totalled about $4.2 billion. 
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A major category of transactions on which we have some information 
is the category “claims on associated enterprises”. In our full tables we 
have shown figures for both debits and credits in this category for the non- 
financial corporations; in the abbreviated table (Table 6.3) we have shown 
the net liability. This net liability represents almost wholly! direct invest- 
ment by foreign institutions and companies in Canadian non-financial 
corporations.” It is a sizable item, totalling almost $1.6 billion over the 
first nine post-war years, with nearly $1.4 billion concentrated in the years 
1950 to 1954 inclusive. 


It would be helpful if we could indicate what sectors of the economy 
are the main suppliers of funds to non-financial corporations. Unfortunately 
our statistics will not permit a detailed treatment of this question. For 
example, while we know that corporations made net sales of Canadian 
government bonds in the amount of $675 million in the period 1946-54 
we do not know precisely to whom the bonds were sold; we only know 
which sectors of the economy were net takers of government bonds. We 
do know that the banks supplied funds in this period amounting to just over 
$1,300 million, and we do know that foreigners through direct investment 
supplied funds amounting to almost $1,600 million. The net issue of stock 
by Canadian corporations amounted to a little over $1 billion. We know 
that foreigners acquired Canadian stocks in the amount of $366 million 
but we do not have in the National Transactions Accounts the proportion 
of this that represents acquisitions of new issues as compared with acquisi- 
tion of outstanding issues from others. There is reason to suppose that 
something of the order of 80 percent of the stock issued by Canadian 
corporations which was taken up domestically was taken up by persons and 
other groups apart from financial intermediaries.2 The net issue of bonds 
amounted to $2.1 billion. We know that foreigners absorbed about $170 
million of Canadian corporate bonds (apart from securities of finance 
companies) but again the National Transactions Accounts do not include 
the proportion of this represented by net new issues. Financial interme- 
diaries in Canada undoubtedly acquired something of the order of two- 
thirds of those which were absorbed domestically and 40 percent to 50 
percent of the total issue.* The increase in mortgages of corporations 


1 The exception is that triflingly small amounts of investment by government enterprises in non- 
financial corporations are included. 


2 Some readers will be interested in the following technical observation. The whole of the net 
balance of direct investment by foreigners in Canada over direct investment by Canadian 
institutions and companies abroad (as these items are reported in the balance of payments for 
Canada prepared by the Dominion Bureau of Statistics) is not accounted for in this net liability 
“claims on associated enterprises”. In addition some international direct investment representing 
investment in financial institutions such as banks and insurance companies is included. For 
further detail the reader may consult the full account for category C. 4 (b): Claims on associated 
enterprises shown in Part VI below and the textual description of the estimates given there. 


3 It has been estimated that in the United States, financial intermediaries held 19.6 percent, 22.2 
percent and 20.5 percent at the end of 1945, 1949 and 1952 respectively, of domestic corporate 
stock outstanding. See Raymond W. Goldsmith, Financial Intermediaries in the American Eco- 
nomy since 1900, National Bureau of Economic Research, (Princeton 1958), Table 55, p. 225. 


Goldsmith (Ibid., Table 54, p. 224) estimates that in the United States, financial intermediaries 


held 73.0 percent, 89.5 percent and 93.6 percent at the end of 1945, 1949 and 1952 respectively, 
of corporate bonds outstanding. 
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amounting to some $700 million was probably absorbed by financial insti- 
tutions almost entirely. 


These figures are highly aggregative; they refer to all non-financial 
corporations apart from government enterprises. It is of interest to us 
to know something of differences among such corporations in respect to 
their financial assets and liabilities. In particular we should like to report 
on broad differences at least, among companies in different industries and 
among companies of different size (as measured, for example, by total 
assets). The National Transactions Accounts data have not been developed 
for sub-groupings of non-financial corporations based on the industry 
within which companies operate or on the size of the company. We must 
therefore turn to another source for such information. The only other com- 
prehensive source of complete balance sheets which it is feasible for us to 
draw upon is the series of publications entitled Taxation Statistics published 
annually by the Department of National Revenue. Here, standardized 
balance sheets for industrial groupings and size groupings of companies 
are shown. Not all companies are represented and there are many 
difficulties involved in interpreting the data. But in the next few pages 
we shall present and discuss information. from this source.® 


Companies classed as manufacturing companies comprise about one- 
quarter of the non-financial corporations and they own nearly one-half of 
the assets of these corporations. The distribution of the number and assets 
of non-financial corporations, based on taxation statistics for 1953, are 
shown in Table 6.4. There are a great many small manufacturing con- 
cerns, consequently the average figure of assets per company is not as 
high for manufacturing as it is for public utilities, mining, quarrying 
and oil well companies, or concerns in the field of transportation, storage 
and communication. It is higher however than for corporations in whole- 
sale trade, retail trade, construction or service industries. 


Let us now consider differences among industries in respect of their 
financial assets and liabilities. Table 6.5 will be helpful in this regard. 
(In the upper part of this table the industries are arranged from left to 
right in order of increasing size of assets per company. Definitions of terms 
are given in the notes to the table.) 


5 The companies on which we shall report are the companies designated as ‘fully tabulated 
companies” in the publication Taxation Statistics, 1955, (issued by the Department of National 
Revenue and published by the Queen’s Printer). The data refer to the 1953 tax year. The fully 
tabulated companies number 48,350. Excluded are banks and insurance companies, co-operatives, 
crown corporations, personal corporations, mining companies that are exempt from income tax, 
and certain other companies. The total number of companies, fully tabulated and otherwise, is 
given as 65,438 (page 82). In the industrial breakdown of statistics we shall include only those 
fully tabulated companies that are non-financial corporations as the term is used in the National 
Transactions Accounts. The number of these non-financial corporations whose 1953 tax returns 
were fully tabulated is 46,786. Omitted are ‘trust and mortgage companies”, “investment and 
holding companies’, ‘‘non-resident owned investment corporations” and ‘loan companies and 
other finance companies’’. 
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Table 6.4 
INDUSTRIAL DISTRIBUTION OF NUMBER AND ASSETS 
OF NON-FINANCIAL CORPORATIONS, TAXATION YEAR ios 


Total assets Average size 
Number of of of assets of 
Industries companies companies companies 
(percent) (percent) ($ thousand) 
Fisinis.2 esi. ea oh, oe ee ill — 135 
DELVICE EME TR ements ela cn: 10.2 2.4 186 
PNET ICUS wees Das Geet etd hare 1.0 3 195 
IREtAg rage wm Rn nts iis otk oat 19.2 6.3 253 
Construction arte ae. 7.4 3.0 317 
IMEISCOHAREOUE Hata Seder. ccctetl As. 2, 9.0 3.8 323 
POGCSty ene alow tr ernae iheers ks, ie 2) 356 
WIRQISAlGMIade ss ee och ce 16.5 7.8 369 
IWEdIUaCtE In geet oF os voc sc as eee 26.5 46.7 1,364 
Transportation, storage and 
COMMUNICATIONS See SH 14.0 2,068 
Mining, quarrying and oil wells...... 3.4 10.7 2,446 
PLDI. UCTECHES "sie Cray Bee o.oo 4 4.5 8,742 
TORT pereent ttre ae eee mee 100.0 100.0 
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Total_assets ($-billion)s>.. 2.248. «2: 
Average assets ($ thousand)......... — — 
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Source: Taxation Statistics, 1955, Section III, Table 7. 


The companies in wholesale and retail trade have higher than average 
proportions of their assets in receivables, and higher than average propor- 
tions of their liabilities in bank loans and payables. Their ratios of 
funded debt to capital stock are lower than average, but their ratios of 
funded debt plus bank loans to total equity are about average, as are 
their ratios of the sum of depreciation allowances and net surplus to total 
equity. 


The construction industry has a very large ratio of receivables to total 
assets, 28 percent, and its ratio of bank loans and payables to total 
liabilities is also, at 30 percent higher than average. It resembles the 
companies in trade further in having a rather low ratio of funded debt to 
capital stock and an approximately average ratio of funded debt plus bank 
loans to total equity. It contrasts with trade however, in that its ratio of 
depreciation reserves and net surplus to total equity is substantially in 
excess of that for all companies. 


The service industry figures are on the whole a reflection of the average 
for all non-financial corporations with respect to their financial assets 
and liabilities. 


Public utilities, and companies engaged in transportation, storage and 
communication, with their comparatively high investments in building and 
equipment, have relatively low ratios of financial assets to total assets and 
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Notes to Table 6.5 


“Government securities” includes only bonds issued or guaranteed by the Government of 
Canada. 


“Other securities” embraces “all stocks, bonds, mortgages, notes, agreements for sale and 
all types of negotiable securities other than those issued or guaranteed by the Government 
of Canada. 


“Receivables” includes accounts and bills receivable after deduction of reserve for bad 
debts but does not include loans to officers, shareholders or employees. 


“Funded debt” refers to bonds, debentures, notes, mortgages or other contractual obliga- 
tions having a term to maturity exceeding one year. 


“Net surplus” refers to “‘surplus minus deficit’? where “surplus” includes all classes of 
surplus accounts plus reserve accounts designated as “‘general reserve’’, “contingency reserve’’, 
“bond redemption reserve”, or “inventory reserve”, and “deficit includes both operating 
and capital deficits’. 


“Total equity” is here defined to mean depreciation and depletion reserves plus net surplus 
plus capital stock outstanding. 


of bank loans and payables to total liabilities. Rather, they show com- 
paratively high ratios of funded debt to capital stock and to total equity. 
Their ratios of depreciation allowances and surplus to total equity are 
however slightly below the average for all corporations. 


Companies engaged in mining, quarrying and in developing and pro- 
ducing oil have rather lower ratios of receivables or payables to total 
assets than companies in general. The particular characteristic of these 
companies is their very high ratio of capital stock to total liabilities. At 
39 percent the ratio is almost twice as high as for all companies. This fact 
is reflected in the lower than average ratios of funded debt to capital 
stock, of funded debt and bank loans to total equity and of depreciation 
reserves and surplus to total equity. 


The manufacturing industry, which embraces more companies and more 
assets than any other one industry (according to the present classification) 
is about average with respect to the proportions of its assets or liabilities, 
accounted for by financial assets and current financial liabilities. The ratios 
of funded debt and of capital stock to total liabilities are smaller than for 
all companies considered together, and the ratios of depreciation reserves 
and of net surplus are higher. Funded debt bears a smaller ratio to capital 
stock than for all corporations, and funded debt plus bank loans are 
also a smaller proportion of total equity. But depreciation reserves and 
net surplus are a higher proportion of total equity than among non-financial 
corporations generally. 


There are a great many factors that combine to create differences among 
industries in the manner in which they will seek to finance their operations 
and in the manner in which outsiders will undertake to supply funds to 
them. In some industries, large agglomerations of durable real capital are 
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required. Generally speaking, in such industries, funded debt tends to be 
a relatively important liability, and accumulations of funds through deprecia- 
tion reserves tend to be high. This is true of the public utilities and trans- 
portation industries for example. By contrast, in other industries such 
as trade, real durable capital is a much less and inventories a much more 
significant asset; this fact is reflected in the greater importance of bank loans 
and the lesser importance of depreciation reserves among the liabilities 
and the greater importance of both receivables and payables in the balance 
sheet. The regularity of income and other aspects of the security of 
investment in the industry affect the relative degree to which investors 
will prefer to invest in the bonds as compared with the stocks of the 
industry. The mining industry has, accordingly, a very low ratio of funded 
debt to stocks, while the utilities have a very high ratio. We have had to 
be content here with very broad contrasts among the industries; we cannot 
yield to the temptation to consider in detail the factors that make for 
differences in the financial patterns among the companies in different 
industries. 


There is however one important factor affecting the financing of 
companies that we have not yet mentioned specifically. This is the factor 
of size. In Table 6.6 the distributions of companies and of total assets 
of companies by asset size groups are shown. It will be seen that nearly 
three-quarters of the companies have assets of less than one-quarter of 
$1 million but these companies account for only some 7 percent of the 
assets. By contrast, one-half of 1 percent of the companies have assets 
of $25 million or over, and these companies control about one-half of the 


Table 6.6 


DISTRIBUTION BY ASSET SIZE OF NUMBER AND ASSETS OF 
“FULLY TABULATED COMPANIES” 


Taxation year 1953 


Number of Total 
Asset size group companies assets 
($ thousand) (percent) (percent) 

Below SSO A ee ere oe aes eg tetanetaeeos eateries 29.6 9 
$ 50- LOO va snccldclabeiiicn Sets Et ee eee caro: 20.4 ileg/ 
TQO= © 250, wraplereroicrs ote sha Senter. ene c eeretredk Poteet rere 23.9 4.4 
D502 OUSOOT Ae ES. ae Oe er Ee SR” eee 11.1 4.5 
S00 en, OOO: wid srereeeeat eyeere ete esa oe poeke ae eto 6.8 dS 
10Q0=T S000 eel de an tescta dens our isie ac tciomtistasm ok elons 6.2 155 
53000-10000. AOS Bachan ch soles oslo ctoeeeeeten 9 7.0 
1050002 25.000 ii seacoast ee ree ee 6 11.4 
25000100000). Sac. <.cctees ate ete ne Eee 4 21.9 
Overy 100/000 jaan + ac teva ces Mote hotere etree oe eee 1 Dien 
Totalinumberotcompaniess aa. See see eee 48,350 — 
Total assets: (Gcbillion) err era ae aie eee — 41.4 


Source: Taxation Statistics, 1955, Section III, Table 8. 


BUSINESS FINANCE 


assets. At least this is the situation with respect to the “fully tabulated 
companies” in the taxation year 1953. 


Information for 1953 on balance sheets by size of company is presented 
in Table 6.7 in the form of percentage distributions of balance sheet items. 
The main pattern in these figures may be summarized as follows. Cash, 
receivables and inventories decline as a percentage of assets with increasing 
size of assets as do payables on the whole. Investments in subsidiaries are 
relatively more important among larger companies than among smaller 
ones. Investment in buildings and equipment runs around one-third or a 
little more of total assets for companies with assets up to $25 million 
but becomes significantly larger for companies with assets over $25 million, 
and for the few very large companies with assets over $100 million amounts 
to more than one-half of all assets. Bank loans increase in relative 
importance with increasing size of company among companies with assets 
under one-half a million dollars, but decline with increasing size among 
larger companies. Funded debt becomes a progressively larger proportion 
of total liabilities as one considers successively larger companies. By and 
large the opposite is true of capital stock. Surplus as a proportion of total 
liabilities increases with size among companies with assets of $5 million 
or less, but not among companies with assets larger than this.° 


3. The financing of small business 


a. Introduction 


Unincorporated enterprise embraces a vast array of undertakings. 
Organized as proprietorships, partnerships, or co-operatives, these under- 
takings are found in many industries. They dominate in the field of 
agriculture. In retail trade 55 percent of the sales are attributable to the 
89 percent of the stores that are owned by unincorporated concerns.’ 
Among “wholesalers proper” about 19 percent of the sales are attributable 
to the 51 percent of establishments belonging to unincorporated businesses.£ 
In manufacturing in 1951, some 63 percent of the establishments were 
operated by unincorporated businesses and they employed 11 percent of 
the workers in manufacturing.® A great many personal and business services, 
both professional and otherwise are supplied by unincorporated concerns. 


6 In 1953 the ratio was 26.1 percent among companies with assets of $10 million to $25 million. 
Comparable figures for surplus less deficit as a percentage of liabilities for larger companies 
for 1955 are compared with the figures for 1953 below: 


Total assets 1953 1955 
(millions) 
1-5 22.9 22.9 
5-10 20.8 24.6 
10 - 25 26.1 22.5) 
25 - 100 20.8 DA, 
100 - and over Des) 21.6 


~t 


See Dominion Bureau of Statistics, Ninth Census of Canada, 1951, Vol. VII, Distribution: 

Retail Trade, p. 15-1. 

8 See Dominion Bureau of Statistics, Ninth Census of Canada, 1951, Vol. VIII, Distribution: 
Wholesale Trade; Services, pp. 13-1 and 13-2. For definition of “wholesaler proper” see ibdid., 
p. A-3. 

9 D.B.S., Canada Year Book, 1955, pp. 662 and 663. 
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This form or organization is common in the construction industry, in taxiing 
and trucking and in the sale of real estate and insurance. 


According to figures for the United States reported by the Office of 
Business Economics of the United States Department of Commerce, which 
exclude firms in agriculture and enterprises providing professional services, 
nearly 90 percent of the firms are unincorporated. Almost one-half of 
these unincorporated firms are in retail trade and about one-fifth in the 
service industries. In all industries shown in the classification (see 
Table 6.8), most of the firms are unincorporated, the proportion being 
over 90 percent in contract construction, retail trade and the service 
industries. 


It is of course especially difficult to generalize about so diversified a 
group of businesses. One is even inclined to doubt that the classification 
of concerns by legal form of ownership is particularly useful in the enquiry 
we have in hand. It is of some broad significance of course; proprietor- 
ships cannot issue shares while corporations may for example. But perhaps 
for our purposes, a more useful classification of enterprise would be 
according to the industry within which the enterprise operates and according 
to the “size” of the business. For example, there are great differences 
between the financial needs and resources of firms in agriculture on the 
one hand and firms engaged in manufacturing on the other hand. Similarly, 
new and small firms in any industry have somewhat different possibilities 
and problems of financing their activity than do larger and longer established 
firms. 


Table 6.8 
PERCENTAGE DISTRIBUTION OF FIRMS 
(United States as at January 1947) 
A B 
By type of organization By industry within 
within industries types of organization 
Industries 
Non- Non- 
All Cor- cor- All Cor- cor- 
firms | porate | porate | firms | porate | porate 
Mining and quarrying......... 100 23-4, 76.6 9 2.0 8 
Contract construction ajs.e145-6 100 6.3 ORE T 13 4.1 Tel 
IMEC: sonebobnnceb 460 100 32,5 67.5 8.3 23.8 6.3 
Transportation, communication 
and other public utilities..... 100 13.8 86.2 4.6 5.6 4.5 
Wiholesalemtradeuesenre: sea. see 100 PRA 76.3 6.6 14.0 Si 
Retailmtradestremten tees cece 100 5.9 94.1 44.6 232 47.3 
Finance insurance and 
RECN RENNES & eRe beocon sneer 100 23.4 76.1 8.8 18.2 7.6 
SELVICE MNGUSITICS= setae eh. a) 100 5.4 94.6 18.8 sl 20.0 
All above industries........... 100 eS 88.7 100.0 100.0 100.0 


Source: Betty C. Churchill, ““Business Population by Legal Form of Organization”, Survey of Current Business, 
April 1955, Tables 2 and 4, pp. 18 and 19. 
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Unfortunately our detailed statistical material does not permit us to 
show transactions accounts for different industries and within different 
industries by different “sizes” of firms. We have already explained that 
our sources of material have permitted us only to split the group of 
private non-financial businesses into those incorporated and those not, and 
such information as we present in the transactions accounts for these sectors 
has many short-comings. We very much need to develop new sources of 
information on the financing of private enterprises in Canada. 


In this section we shall not adhere rigidly to the distinction between 
incorporated and unincorporated enterprise. We shall discuss the sources 
of finance available to agricultural concerns while recognizing that there 
are some incorporated firms in agriculture. We shall also discuss the 
sources of finance available to small or new non-agricultural enterprises, 
again recognizing that not all new or small businesses are unincorporated 
(and that not all unincorporated businesses are new or small!). We shall 
also refer in this section to government institutions and legislation designed 
specifically to aid in the provision of credit to agriculture and to small 
business. Let us turn first to the financing of agricultural enterprise. 


b. Agricultural business 


One of the outstanding characteristics of the financing of agricultural 
enterprise is that a very large part of the financial resources employed is 
supplied by farmers themselves. Evidence for the United States suggests 
that the agricultural sector of the economy is now and has been since 
the 1930’s a net supplier of funds to other sectors of the economy. This 
evidence is given in a recent study of capital in agriculture in the United 
States published by the National Bureau of Economic Research, and is 
summarized in Table 6.9. In the early decades of the century when new 
land was still being acquired in addition to other forms of physical capital, 
farmers had need of outside finance and were successful in drawing it 
from private institutions and individuals. The depression of the thirties, 


Table 6.9 


GROSS SAVING AS A PERCENT OF GROSS INVESTMENT 
IN THE AGRICULTURAL SECTOR OF THE UNITED STATES ECONOMY 


(quinquennial averages) 


1900-04 avai erent contern: 81 1925-29 sversietctetord  earaeto 93 
(OSU a Ss aahuossondbe ng 1930234 reberacakeonert mor rae 180 
ONO ionic co ou oapie6 68 1935-39 epiishslehar esate 120 
MIB SE os dito dame po 72 1940-44) yea. syo'e hehe 229 
EON os on 6 Goons oDS 38 1945-40 ee Piste exe sinetoick: 116 


Source: Alvin S. Tostlebe, Capital in Agriculture: Its Formation and Financing since 1870, National Bureau of 
Economic Research, Princeton, 1957, Table 36. We have taken lines 11, 12 and 20 from this table to 
represent gross saving which is the term applied to this combination of items by the author. Gross 
investment we have taken as lines 1, 2, 3 and 4 less lines 13 and 14. Gross investment includes expen- 
ditures to “‘maintain increase or improve’’ buildings, machinery and motor vehicles, and also land. 
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led to extensive losses on investments in farm debt in both Canada and the 
United States, and there was much refinancing of farm indebtedness with the 
aid of government lending institutions. With the recovery, investment in 
physical assets again grew rapidly though gross saving remained in excess 
of gross investment. The war years witnessed a rather slower rate of 
growth of gross investment than of gross saving as farm incomes soared and 
the exigencies of war restrained capital formation. After the war, with 
savings somewhat lower, investment grew greatly, and while saving re- 
mained in excess of investment, the excess was much less than it had been 
in the war years. 


In the years 1945 to 1949, according to the American data in the 
National Bureau volume we have referred to, the ratio of gross saving to 
gross investment was of the order of 116 percent, the ratio of gross saving 
to income (including depreciation allowances) produced in the agricultural 
sector was some 19 percent, while the ratio of gross investment to income 
was about 16.5 percent. By contrast, in the corporate sector of the economy 
in the years 1946 to 1949 the ratio of gross saving to gross investment 
was about 73 percent, gross saving and gross investment were respectively 
13 percent and 19 percent of the income (including depreciation allowances) 
produced in the corporate sector.° 


But though the agricultural sector as a whole may be able in some 
years to supply more funds to other sectors than it demands from other 
sectors, individual farm enterprises often find their current receipts inadequate 
to finance all expenditures on goods and services so that funds must be 
obtained from other sources. There has been a considerable amount of 
lending by farmers to farmers. We do not know how much, but certainly 
the older generation has always supplied substantial financing to the 
newer generation in agriculture. But in addition to this, important if 
marginal blocks of funds have been obtained by farm enterprises from 
lenders outside of the agricultural sector, either local banks and _ individuals 
or national institutions such as the life and mortgage companies and the 
federal government lending agencies. 


In the United States, it appears that farm real estate mortgage debt 
which is now of the order of one-half of total farm debt is owed to 
individuals to a much lesser extent than was formerly the case. Banks 
are of approximately the same relative importance as holders of farm real 
estate mortgages as they were in 1910 and insurance companies are con- 
siderably more important. In the depression, the relative importance of 
all private lenders in this field diminished greatly while that of federal 
farm credit agencies became of supreme importance. Since the depression 
the relative importance of the private lenders has again increased some- 


10 The figures for the corporate sector shown here are only roughly comparable to those for the 
agricultural sector. Net income of corporations was taken from the 1951 National Income 
Supplement to the Survey of Current Business, Table 12, (published by Office of Business 
Economics of the Department of Commerce). Depreciation allowances, gross saving and gross 
investment were taken from Table E 53 of the President’s Economic Report, January 1957. 
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what. Figures for a selection of years are shown in Table 6.10. The data 
may be summarized in another way: there has been a secular decline in 
the role of the local creditor in providing real estate loans to farmers; 
the local creditor has been supplanted largely by the life insurance companies 
and the federal lending agencies. 


Non-real estate farm debt (at $9.6 billion on January 1, 1957) in 
the United States now amounts to nearly as much as real estate mortgage 
debt. In 1940 for example when farm debt totalled about $10 billion, non- 
real estate debt constituted about one-third of the total. In 1950 real estate 
debt was $1 billion less than it had been in 1940 and non-real estate debt 
at double its 1940 figure accounted for about 55 percent of total farm 
debt. Since 1950 real estate debt has grown rather more rapidly than 
non-real estate debt. It is used for a variety of purposes; to finance current 
operations and living expenses, and purchases of livestock, machinery and 
durable goods. 


Table 6.10 


DISTRIBUTION OF FARM REAL ESTATE DEBT OUTSTANDING 
BY PRINCIPAL CLASSES OF LENDERS, JANUARY 1, 
SELECTED YEARS, UNITED STATES 


Bedecar ie Life ee Total 
5 insurance : b an c 
agencies® | companies OMS miscellaneous ee Outstanding 
a (billions of 
ear (percent) dollars) 
OUO 6 oot = 12 13 715 100 Bee 
MOLD ocd ddve 3 12 14 71 100 8.4 
(Oe esecc 12, WD 10 5)5) 100 9.6 
IOs coor 42 15 8 35) 100 6.6 
TO SOM ee 21 ot 16 42 100 5.6 
19S Tee 20 aS) 13 42 100 9.9 


a Includes Federal land banks, Federal Farm Mortgage Corporation, and Farmers Home Administration. 
b For 1930 and before, includes open state and national banks; after 1930, includes insured commercial banks, 


Sources: 1910 to 1940 inclusive: R. J. Saulnier, Harold G. Halcrow, and Neil H. Jacoby, Federal Lending 
and Loan Insurance, National Bureau of Economic Research, (Princeton, 1958), Table 23, pp. 159-61. 
a and 1957: ‘‘The Balance Sheet of Agriculture, 1957’, Federal Reserve Bulletin, August 1957, 

able 7, p. 909. 


Of the total of non-real estate debt, debts on price support and storage 
loans made or guaranteed by the Commodity Credit Corporation, make up 
just under one-fifth. Of the rest, banks supply a little over 40 percent; 
perhaps another 41 percent or 42 percent is supplied by individuals, mer- 
chants, dealers, finance companies and then private lenders (many of 
whom are in turn, of course, indebted to banks) and perhaps 15 percent 
or 16 percent is supplied by federally sponsored agencies. 


The information on the amounts supplied by sources other than banks 
and government agencies is scanty and the estimates accordingly less 


11 The principal source of information on this matter is the annual Balance Sheet of Agriculture 
issued by the Agricultural Research Service of the U.S. Department of Agriculture. This 
document is usually summarized in the Federal Reserve Bulletin, (see the issue for August 1957). 
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reliable. We may comment however on the role of such sources in financing 
agricultural equipment expenditures, as some special research has been 
done on this matter.1? In brief it would appear that in the United States 
the manufacturers of equipment which, prior to the depression had been the 
principal and almost sole suppliers of credit, have now become distinctly 
marginal lenders to farmers though they have been less successful in 
shifting the wholesale financing of dealers’ inventories to other lenders. 
Commercial banks play a very significant role in financing expenditures, 
on both new and used equipment. Retail dealers are next in importance 
in financing purchases of new equipment, while individuals rank next to 
banks as suppliers of credit to finance purchases of used equipment. 
This at least was the situation in 1947 according to a survey of some 
12,000 farms conducted in that year by the Bureau of Agricultural 
Economics. The percentage distribution of the outstanding equipment 
credit by lenders derived from that survey is shown here as Table 6.11. 


Table 6.11 


PERCENTAGE DISTRIBUTION OF THE DOLLAR VOLUME OF FARM EQUIPMENT 
CREDIT, UNITED STATES, 1947, AMONG SOURCES OF CREDIT 


j New Used 
Source of credit equipment equipment 
Commercial Danks nin. oe cere aeons iawiae 48 52 
Retaikdealersise aes sarre cv, pacers xs o Siska Sn ers sereliva sls 18 2 
iva UALS HPN efor NOS Sics oie chee eos iodaco wrSi, beds cece oe oda lonettes 9 24 
Production: Credit ASSOCiatlon sees eee ee tee ee. 10 7 
Rarmerss ones Administration eect oe. 4 6 
Binance COM Damles. tiet. che hci 6e ca lett os ele ie oe 4 5) 
Manutactuircsetae in eon mercer ter nah Cet 1 0 
Other vipat hee ien ere cece ttle wa Mie Je ick a ad 6 4 
iO tality ope ee eee oy ak ein Whe hate tet Wi eed 100 100 


Source: Howard G. Diesslin, Agricultural Equipment Financing, op. cit., Table (3) ps.395 


To this point we have been reviewing broad statistics relating to the 
financing of agriculture in the United States. But of course agriculture is 
a collection of heterogeneous enterprises displaying bewildering variety in 
their financial resources and requirements. The large grain farmer requires 
different real assets and has different needs for financial accommodation 
than the large dairy farmer. In general the large farms have different 
needs and opportunities for borrowing than the smaller farms producing a 
mixture of crops or providing only part-time employment for the operator. 
We can recognize this relation of farm finance to the character of the 
farm but we cannot explore the matter in any detail here. The subject 
has been considered at some length in a recent publication of the National 
Bureau of Economic Research.!? In this study it is demonstrated that 


12 See the report by Howard G. Diesslin, Agricultural Equipment Financing, National Bureau of 
Economic Research, Occasional Paper No. 50, 1955. 

13 Donald C. Horton, Patterns of Farm Financial Structure, National Bureau of Economic 
Research, (Princeton, 1957). 
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size of total assets is a very important characteristic differentiating farms 
in the extent to which finance from some source other than the operator is 
utilized. Generally speaking, large farms have greater recourse than 
smaller farms to borrowed funds or to contributions to equity from 
“Jandlords”. 


“The relatively large farms given over primarily to the production 
of crops and livestock and on which land is ordinarily a major and 
buildings a minor component of assets, characteristically make rela- 
tively heavy use of external funds, usually drawing on landlords for 
equity and on such mortgage lenders as life companies for long term 
credit. Also, farms of this type ordinarily rely rather heavily on 
production credit which they tend to draw from local sources pre- 
dominantly banks, and production credit associations.”14 


“Contrasting sharply with the large-scale crop and livestock farms are 
the large farms in which dairy production predominates. The largest 
of the farms in this group are still not as large as the largest crop and 
livestock farms, however, and they make substantially less use of 
external funds especially of funds drawn from absentee sources. The 
equity in them is more likely to be provided by the operator than by 
a landlord, and there is a somewhat greater tendency to depend on 
local sources for such long-term credit as is used, rather than on 
lenders operating from some distance.”1® 


The smaller farms, of course, present greater problems to the large 
absentee investor; the amount of funds required is smaller and the degree 
of supervision of the investment that is ordinarily required is greater. 


In this very brief review of some of the facts covering the finance of 
agriculture in the United States we have seen that for the agricultural 
sector as a whole there has been an increasing tendency to generate 
saving, at least equal to the value of the investment undertaken. The 
growing average size of farm and the increasing mechanization of farms 
may well place limits on the further development of this tendency. But 
this over-all picture of the sector obscures the need of individual enterprises 
for financial accommodation. In providing this accommodation there has 
been a secular decline in the importance of the individual (who still never- 
theless remains a very important source of credit to farmers) and a rise in 
the importance of government lending agencies. In the field of real estate 
credit the life insurance companies have increased their role in the last two 
decades and banks remain significant lenders. In the field of non-real 
estate credit, banks are not quite as important as they once were, having 
yielded place primarily to government agencies, but in the specialized field 
of farm equipment financing, which two decades ago was dominated by the 
manufacturers, they have become the most important lenders. The total 


14 Donald C. Horton, Patterns of Farms Financial Structure, op. cit., p. 11. 
15" bide ps 12: 
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of farm credit, at almost $20 billion in the United States, is now probably 
somewhat greater than it was at the beginning of the nineteen twenties. 
At present it would appear that about one-half of outstanding farm debt is 
supplied by banks and federal or federally sponsored agencies with the 
total contribution of the banks! being roughly equal to that of the 
government agencies. 


For Canada information is not readily available that would enable us 
to state with assurance what is the net position of the agricultural sector 
with respect to the flows of funds between it and other sectors of the 
economy. One might suppose however that, during the war, when mort- 
gage debts were reduced and bank loans to farmers were somewhat lower 
than they had been in the late thirties and arrears of taxes were caught 
up that if the agricultural sector were not a net supplier of funds to other 
sectors it was by the same token not a net demander of large flows of 
funds. In the post-war years with the growth of farm mortgage debt and 
machinery debt it seems likely that as in the United States the sector has 
increased its drawings from other sectors rather more than its investments 
in other sectors. 


In Canada as in the United States most farms are operated as unin- 
corporated enterprises. Not all of the equity in the real assets employed 
on farms is held by farm operators and farm creditors however. A signifi- 
cant portion is held by landlords who rent land to operators. We do not 
know precisely what this may amount to, but the following calculation may 
give some indication. According to the 1951 Census, the value of land and 
buildings employed in agriculture was approximately $5.5 billion.17 How- 
ever, only about three-quarters of the area of occupied farms was operated 
by the owners of the land.1® Inasmuch as there are no buildings on much 
of the rented land, and some of it is low-value pasture land its value per 
acre would be somewhat lower than that owned by operators. If the 
rented land had a value per acre 25 percent below the average for all 
occupied farm land then the value of rented land in 1951 would be estimated 
at approximately $1 billion. This is not necessarily the landlords’ equity 
however, unless the rented land is unencumbered by debt. We shall not 
try to estimate the proportion of farm mortgage debt that is secured by 
rented land. (It may be noted that landlords may sometimes be farm 
operators, that is a man may operate land that he owns in one location and 
rent land he holds elsewhere to other operators. Similarly, it is conceivable 
16 hae detailed review of the farm lending activities of banks in the United States based on a 


sample of 1,500 banks and some 54,000 of their farm loans at June 30, 1956, is contained in the 
following articles in the Federal Reserve Bulletin: 
“Farm Loans at Commercial Banks’, November 1956, pp. 1163-78. 
“Farm Loans to Finance Intermediate-Term Investments’, January 1957, pp. 9-17. 
“Farm Loans for Current Expenses”, February 1957, pp. 125-32. 
*“Toans to Buy Farm Real Estate’, February 1957, pp. 133-41. 
“Interest Rates on Farm Loans’’, March 1957, pp. 259-68. 
17 pe Bureau of Statistics, Ninth Census of Canada, 1951, Vol. VI, Part I, Agriculture, 
able 1. 


18 = Ibid. 
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that some landlords may hold mortgages against land owned by other 
landlords. ) 


It has been suggested’? that loans to farmers in mid-1951 may have 
amounted to approximately $1 billion, though we do not know the figure 
very precisely. The value of land, buildings, implements, machinery and 
livestock on Canadian farms was reported in the Census as $9.5 billion.2° 
If to this we add a round half billion dollars, which is probably an under- 
estimate, to cover inventories and other real assets we fix the value of real 
assets on farms at about $10 billion in 1951 and conclude that the equity 
of farm operators in these assets may have been of the order of 80 percent. 
We emphasize that these guesses are not intended to be regarded as other 
than very rough calculations. 


Let us turn now to the sources of agricultural credit. It is convenient 
to consider separately the sources of mortgage credit, intermediate-term 
credit used to finance farm improvements and acquisitions of farm 
machinery, and short-term credit having less than one year to maturity. 


In the 1951 Census of Agriculture, farm operators?! were asked to 
report whether there was any debt in the form of a mortgage or agreement 
for sale on the farm property they owned and whether the debt was held 
by a) government (any level), b) corporations or private financial institu- 
tions or c) private individuals.?? Of all operators, 28 percent reported 
having mortgages against farm property which they owned. Some 37 percent 
of those mortgages were said to be held by government lending agencies, 
17 percent by corporations and financial institutions and the rest by 
individuals. It is clear from this that individuals are very important suppliers 
of mortgage money to the agricultural sector of the economy in Canada, 
just as they are in the United States, and perhaps they hold about the 
same proportion of the amount of this debt outstanding in Canada as they 
do in the United States. It is equally clear that financial institutions are 
not nearly so important as suppliers of mortgage money to agriculture in 
Canada as in the United States and accordingly the agencies of govern- 
ment are correspondingly more important. In Canada, banks were not 
allowed to hold mortgages as principal security against loans until 1944 
when, under the Farm Improvement Loans Act, an exception to the general 
rule was made. In 1954, under the modifications of the National Housing 
Act then introduced, banks were permitted to make residential real estate 
loans of a kind prescribed in the Act against the security of mortgages. 
To all intents and purposes however banks have not been suppliers of 
mortgage credit to agriculture to finance land and buildings. The life insur- 


19 W. M. Drummond and W. Mackenzie, Progress and Prospects of Canadian Agriculture, Royal 
Commission on Canada’s Economic Prospects, (Ottawa, 1957) p. 128. 


20. Dominion Bureau of Statistics, Ninth Census of Canada, Vol. VI, Part I, Agriculture, 
Table 1. 


21 Or more precisely, a sample of 20 percent of them. 
22 Thus no information on mortgages was collected from landlords who were not operators. 
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ance companies and trust and loan companies were rather large suppliers 
of mortgage credit especially in the Prairie Provinces before the disastrous 
conditions of the thirties induced the enactment of legislation and voluntary 
arrangements providing for moratoria and debt adjustments. The favourable 
conditions of the forties led to the liquidation of mortgage debts owed to 
financial institutions. Thus, between 1937 and 1947 mortgage debt owed 
by farmers on the Prairies to life, trust and loan companies belonging to 
the Dominion Mortgage and Investments Association fell from $182 million 
to $47 million.2? In the post-war years there has been some resumption 
of lending by these institutions to Prairie farmers, especially in Manitoba 
and Alberta, but their outstanding loans to Prairie farmers stood at only 
$19 million at the end of 1956;24 repayments thus greatly exceeded new 
loan extensions. At the end of 1951 the total outstanding amount of farm 
mortgages and agreements for sale held by life insurance, loan and trust 
companies has been estimated at $36.5 million; the corresponding figure 
estimated for the end of 1955 is $31.7 million.25 


Credit unions are a source of mortgage credit to farmers, but we really 
do not know how important a source they may be. Estimates have been 
published of the total mortgage loans outstanding of credit unions as of 
unspecified dates in 1951, 1952 and 1953, the figures being $112 million, 
$130 million and $155 million respectively.?° Rather more than half of the 
credit unions in 1951 were rural unions; this percentage has been declining 
since that date. On the average the rural unions are smaller than the 
urban. Perhaps as much as $20 million of credit union mortgages may have 
been held against farm property in 1951. By 1955 the figure conceivably 
could have been $30 million but we emphasize that we have no satisfactory 
basis for these guesses. 


Among the government sources of mortgage money for farmers, the 
Veterans’ Land Act Administration has in recent times been by far the 
most important. The Act was passed in 1942 and is designed to assist in 
the rehabilitation of veterans through settlement on full-time farms or 
part-time smallholdings. Under the original Act the Administration 
undertakes to advance up to 90 percent of the appraised value of the 
real estate up to a maximum appraised value of between $4,800 and $6,000, 
the maximum depending on whether the veteran chooses to accept a grant 
of up to $1,200 for the purchase of chattels. The veteran undertakes to 
pay the remaining 10 percent of the maximum appraised value of the rea! 
estate (and any excess of the purchase price over the maximum appraised 
value). If the veteran operates the farm for 10 years he is not required 
to repay any of the chattel grant and is required to pay only two-thirds 


23 Dominion Mortgage and Investments Association, Annual Report, Annual Meeting - May 5, 
1955, (mimeo.) p. 10. 

24 Dominion Mortgage and Investments Association, Annual Report, Annual Meeting - May 9, 
1957, (mimeo.) p. &. 1 

25 W. M. Drummond and W. Mackenzie, Progress and Prospects of Canadian Agriculture, 
Royal Commission on Canada’s Economic Prospects, (Queen’s Printer, 1957) pa wii. 

26 Central Mortgage and Housing Corporation, Mortgage Lending in Canada, 1954, Table 29, p. 56. 


225 


226 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


of the advance against real estate, this debt being amortized from the date 
of its contraction at 34% percent over 25 years. Under a 1954 amendment 
to the Act, provision is made for a loan of two-thirds of the value of 
additional land or improvements up to a maximum loan of $3,000 for a 
full-time farmer or $1,400 for a part-time farmer, this to be amortized 
at 5 percent over 25 years. Thus on the purchase of a new farm the 
amount available for advance under the Act is $8,400 against real estate 
alone or $8,520 against real estate and chattels. 


Outstanding indebtedness under the Veterans’ Land Act as at March 
31st. in recent years is shown in Table 6.12. 
Table 6.12 


OUTSTANDING INDEBTEDNESS UNDER VETERANS’ LAND ACT 
AS AT MARCH 31, 1950 TO 1956 


(millions of dollars) 
1950 Sacer 5) 195422 nee 220.0 
TOS ince Sonens ceta cee 191.7 1955. om odewerioeteae 229.7 
1952 rercecve tate tereceens 203.0 1956. Messe eects 235-2, 
1953 SAAR ys tone ee DARD 


Source: W. M. Drummond and W. Mackenzie, Progress and Prospects of Canadian Agriculture, Royal Com- 
mission on Canada’s Economic Prospects, (Queen’s Printer, Ottawa, 1957), Table 56, p. 119. 


The other principal federal government agency supplying mortgage 
credit to farmers is the Canadian Farm Loan Board established in 1929 
under the Canadian Farm Loan Act of 1927. The latest revision in the Act 
was in 1956. The Board is empowered to make loans against the security 
of farm land (provided the land is equipped with necessary farm buildings 
so as to constitute a complete farm unit) for the following purposes: “to 
pay debts, to purchase livestock and farm implements, to make farm 
improvements, to erect new buildings, to repair buildings, to provide for 
expense of farm operation, to assist in the purchase of farm land, or any 
other farm purpose”.27 By the amendments of 1956 the Board’s authoriza- 
tion to extend loans on the security of second mortgages was repealed, 
the maximum first mortgage loan was increased from $10,000 to $15,000, 
the maximum ratio of loan to appraised value of security was raised from 
60 percent to 65 percent and the maximum loan term was increased from 
25 to 30 years. The rates of interest that the Board has charged on first 
mortgages are as follows: 1929 to Oct. 12, 1934, 614 percent; Oct. 13, 
1934 to May 22, 1935, 5% percent; May 23, 1935 to April 1, 1945, 
5 percent; April 2, 1945 to March 31, 1952, 4% percent; April 1, 1952 
through 1957, 5 percent. The Board pays over profits on its transactions 
to the Receiver General of Canada and borrows as required from the 
Minister of Finance at current rates of interest. The loans outstanding 
for selected years and groups of years are shown in Table 6.13. 


27 Quoted from the Annual Report of the Board for the year ended March 31, 1957. 
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Table 6.13 


CANADIAN FARM LOAN BOARD — LOANS TO FARMERS 
OUTSTANDING AS AT MARCH 31st 


(millions of dollars) 


Averages 
LOS TAS Siesta tae 8.9 OS ecreeberete a 28.5 Ohta Gon ae ee 40.3 
193 O-A UR orice ee 30.0 LOS DEG pret e.are 2s 29.9 LISG Asante eae 45.1 
TO41AS Pee ne ee 3301 DO5B8is Posed ae 31.6 LOSER roe eee Bee) 
BYAGO eae tativra. ae 24.0 LOS4 ge eee ca = S57) 


The purposes for which loans were made in each of the three most 
recent fiscal years are set forth in Table 6.14. 


The distributions of loans made and amounts disbursed in the fiscal 
year 1956 to 1957 and since the inception of the Board by economic areas 
is shown in Table 6.15. In the year 1956-57 the Board made disburse- 
ments on 2,826 first mortgage loans amounting to $13 million. Since 
inception the Board has made disbursements of $121 million on 60 
thousand loans. 


The average size of the mortgage loans approved by the Farm Loan 
Board is rather smaller than that of the loans approved by life, trust and 
loan companies, though in the last several years this size has been 
increasing. Data in support of this assertion are shown in Table 6.16. 


The Canadian Farm Loan Board supplanted several provincial farm lend- 
ing agencies; but in three provinces government lending agencies have been 
established since the inception of the federal Board. The first of these 
was the Quebec Farm Credit Bureau established in 1936. Prior to its 
establishment and until 1951 the Quebec government subsidized interest 
payments of Quebec farmers to the Canadian Farm Loan Board to the 
extent necessary to reduce the net cost of loans from the federal agency 
to 3 percent. The Quebec Farm Credit Bureau lends at 21% percent in 


Table 6.14 
PURPOSES OF LOANS APPROVED 
YEAR ENDED MARCH 31st 
1955 1956 1957 
% % % 
To buy land and pay land-secured debt........... DAS) 49.6 58.5 
FO DAyedeDIs: ae seer ee te ee eee es are he ass 28.0 30.1 21.6 
To buy livestock and machinery and to make 
TMIPLOVEMICHIS ce sie e tee eee ee cenit. et 16.5 16.8 14.3 
SUNGLYcoreascecreveniae terete thee otters vittce siameny aetaearae 3.0 3.5 5.6 
100.0 100.0 100.0 


Source; Annual Reports of the Canadian Farm Loan Board. 
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Table 6.15 
DISTRIBUTIONS BY AREA OF LOANS MADE 
AND AMOUNTS DISBURSED 
First Mortgage Loans All Loans 
1956-57 1929 to March 31, 1957 
No. of Amount No. of Amount 
loans disbursed loans disbursed 
% % % % 
British Columbiae. acmeneeceem cei 3 4 4 6 
Prairies ct) ki ecces ete ne cierernehne ketch a9 55 Sy) 51 
OntatiOycn soe Oe re ete ete 24 29 14 18 
Quebec Wea). sagas cm slates) elcome 5 5 20 1h 
NUS NUBS Pe Ble nrcenot cele leper te 9 7 9 8 
100 100 100 100 


Source: Annual Report of the Canadian Farm Loan Board for 1957. 


amounts up to $7,000 that are repayable in 392 years. Approximately 
one-half of the amount disbursed has been in loans to establish farmers’ 
sons. The amounts of the Bureau’s loans outstanding at year end from 
1951 to 1955 are as follows: 


1951 $81.6 million 
1952 88.6 . 
1953 97.4 Ss 
1954 107.8 be 
1955 120.3 be 


It will be noted that these amounts are more than twice as large as the 
corresponding figures for the Canadian Farm Loan Board. 


Ontario, in 1952, set up the Ontario Junior Farmer Establishment Loan 
Corporation, with the object of providing mortgage loans to young Ontario 
farmers between the ages of 21 and 35 years who have had a minimum oi 


Table 6.16 
AVERAGE SIZE OF FARM LOANS 
Life, Trust and Canadian Farm 

Year Loan Companies Year Loan Board 
NOS: cal i saeeekeceet tele $5,169 195025 lie heen $2,629 
LO52# Ben de ete epee 3,492 TOS TRS 2a ee seers. 2,949 
1953: sas secene cea 5,976 1952253... «ers seeelae ee tere 3,473 
LO SAR Nome bas east 5,902 LOS3= 54s. eect eee orate: 3,738 
TOSS ENE Se Oe a 6,823 1954-55: Pe veers 3,835 

1955 =D Ocewasinaee acca cies 4,040 

LOS 625.00 tee teri ee noe 4.785 


Source: W. M. Drummond and W. Mackenzie, Progress and Prospects of Canadian Agriculture, Royal Com- 
mission on Canada’s Economic Prospects, (Queen’s Printer, Ottawa, 1957), Table 55, p. 117 and Annual 
Reports of Canadian Farm Loan Board. : 
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three years of experience in farming. Loans may be made in amounts up 
to 80 percent of the value of the property offered as security, the maximum 
loan being $15,000. The rate of interest charged currently is 4 percent 


and the maximum term is 25 years. As at the 31st. of March 1956 the 
amount of loans outstanding was $10.3 million, 


In Nova Scotia, the Land Settlement Board, operating under the Nova 
Scotia Land Settlement Act, 1932, assists in the settlement of young or 
new farmers by offering loans up to $10,000 for an individual, $14,000 
for two partners or $21,000 for three partners, (the partners being father 
and sons) with the maximum in any Case equal to two-thirds of the appraised 
value of the farm. The loans are amortized for periods of 10 to 25 years. 
At the end of the war the interest rate was reduced to 342 percent from 
5 percent but has subsequently been raised to 5 percent again including 
the 4% percent charge for insurance against the death of the borrower. 
At March 31, 1951 $0.7 million was outstanding; by March 31, 1956 
this figure had climbed to $1.7 million.28 


Let us now summarize this review of the sources of mortgage loans to 
farmers. Apart from individuals, government lending agencies, especially 
the Veterans’ Land Act Administration, are now the principal suppliers 
of mortgage loans to agriculture. The financial institutions are of rather 
minor importance. We do not know the amount of farm mortgage debt 
that is outstanding but if as reported in the 1951 Census with respect to 
operators’ debts, individuals hold some 45 percent of the mortgages and 
if we suppose that the average size of the mortgages is the same as for all 
other lenders combined, we may make the rough calculation shown in 
Table 6.17 which serves to recapitulate the above review of amounts 
supplied by the various sources. Figures are also given for 1955 with 
individuals’ loans assumed to be the same percentage of total loans as 
Ine 195144 


Turning now to the sources of intermediate-term credit for farmers we 
find that in the last decade the banks, under the provisions of the Farm 
Improvement Loans Act of 1944, have been a very important source. It 
seems likely that the manufacturers of farm equipment have retired from 
the provision of credit to farmers much as they have in the United States,?° 
but it is also likely that retail dealers, finance companies, credit unions and 
individuals (in connection with the transfer of used equipment) supply 
substantial amounts of intermediate-term credit. Unfortunately the only 


28 The reader is referred to the Report of the Royal Commission on Rural Credit, Nova Scotia, 
published in 1957, for futher detail. 


29 In figures for the United States shown in Table 6.10 above, the proportion of farm real estate debt held 
by “individuals and miscellaneous” is the same in 1957 as in 1950. 


30 Referring particularly to the situation in Saskatchewan, the Royal Commission on Agriculture 
and Rural Life in that Province, in its Report No. 3 — Agricultural Credit, submitted in 1955, 
remarked as follows: ‘Although implement, oil and fuel companies have virtually ceased to 
sell on credit, local dealers and general merchants have not moved so far in the direction of 
an all-cash business in spite of the difficulties they experienced as a result of extensive credit 
sales in the 1930’s’’, p. 32. 
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Table 6.17 


ESTIMATED DISTRIBUTION OF FARM MORTGAGE DEBT IN CANADA 
1951 AND 1955 


195] 1955 
Lender ———_ > ——_ | ———_ —— 
$ million % $ million q% 
Veterans’ Land Act Administration 
(WEATCH AS ISU) ees co cunt ee cena: 191.7 29 229.7 28 
Quebec Farm Credit Bureau (Dec. 31st).. 81.6 120.3 
Canadian Farm Loan Board (March 31st) Deo) 40.3 
Ontario Junior Farmer Establishment 
Loan Corporation (March 3lst)...... — 6.9 
Nova Scotia Land Settlement Board 
(OM Eire oe SUI Wie Seid oO oon odb a 0.7 IES 
Totaligovernmment. ..-.5acteereet i tacr 5022 46 398.7 48 
Insurance, trust and loan companies 
(DEC. sSIISt)ce sereaerentoe ence ores 3625 31.7 
Credit WMIONS eos cia shes ott een asoneees 20.0 30.0 
Motalanstitutions se eee ere ee 56.5 9 61.7 7 
Total institutions and government...... 359.0 55 460.4 5)3) 
Individuals... Wadccaeveen ciclecte cle setae: 291.0 45 374.6 45 
Totals, ects tae cee e ee tee ees 650.0 100 835.0 S100 


firm statistical information we have pertains to bank loans under the 
Act mentioned above and that information is given in Table 6.18. 


Under the Farm Improvement Loans Act, farmers may borrow for a 
wide variety of farm purposes: to acquire machinery and livestock, to 
construct, alter and repair buildings, to provide electric systems, draining, 
fencing, plumbing, heating, irrigation facilities and to clear land. The 
proportions of the costs of such improvements which the farmer is required 
to furnish himself are set out in the table. Farm machinery loans are 
repayable in three years. The term of other loans varies from 18 months 
for loans of $400 up to a maximum of 10 years for a $5,000 loan. The 
maximum rate of interest is currently 5 percent simple interest. At present 
the maximum balance that any borrower may owe under the Act is $5,000.31 


This Act is important in the history of the Canadian capital market 
not only because it provided an important source of credit for special 
needs of farmers but because it established two important principles. The 
first of these was that banks might for these limited purposes take a 
mortgage on real property as prime security for a loan. The second was 
that the government guaranteed each bank against losses up to a maximum 
of 10 percent of the aggregate principal amount of its loans subject to a 
maximum over-all guarantee.22 Both of these principles were incorporated 
a decade later in 1954 in the housing legislation as it affected banks. 


31 This maximum was $3,000 from 1944 to 1952; it was raised to $4,000 in 1953 and to $5,000 in 1956. 


32 For three years following April 1, 1953 the aggregate of loans subject to the guarantee was 
set at $300,000,000. This figure was renewed in the review made in 1956. 
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Table 6.18 
A 
FARM IMPROVEMENT LOANS OUTSTANDING 
AS AT DECEMBER 31st 
(millions of dollars) 
(EES) Sencar eee 3.4 ey teh Ss Beene 102.7 
NOL veuntninsd Boe ARE ee 8.1 ICS PIES cp i are eae 122.7 
MOA tee ee ee 16.0 te patie end eetetarges aa 138.1 
DAS ERI AV aioe snes Ske 26.1 LUSHAN See Saree 130.4 
BOARS. Wh tater. SET 44.1 LOSS Mame, Resa 133.2 
1D SO eatin terete tecay os 73.4 OS Ore nceeiae satistns eapek 129.7 


B 


CLASSIFICATION OF FARM IMPROVEMENT LOANS BY PURPOSE 


Proportion of 
total cost of 
project to be 


Total loans from Jan. 1, 
1945 to Dec. 31, 1955 


financed Number Amount 
by farmer of loans of loans 
% (thousands) ($ million) 
Purchase of farm implements: 
INC Whatielclssarirtte s cineeh. o heilesnadisiants 33 
RSE Lier Bites wovldans Sadist o vas 40 \ ee adel 
Construction and repair of buildings..... 10 ZIM 32.5 
Purchasesiotslivestocksem!. cstat! seistoviarchs 25 23.3 19.0 
Improvement of development project... . 25 15.3 9) 
Rarmtclecthicwsystemsmee aeseen. . seks ss DS) 3.4 74) | 
Bencinsoldrainggetancancnheis Sete oan UD) alt BD 
otal: Wnecanetina tis: Sepals S852) 582.7 
Cc 


DISTRIBUTION OF FARM IMPROVEMENT LOANS BY AREAS 


Total loans from Jan. 1, 1945 to 
Dec. 31, 1955 


Number of loans Amount of loans 


(thousands) ($ million) 
et 18.5 17.4 
Soe 40.9 45.6 
ont W535 81.7 
Lats 385.0 421.7 
sae 1Os7, 16.3 
Ape Soo 582.7 


Source: Annual Report of the Farm Improvement Loans Act, 1955. 
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Short-term credit is provided to farmers by banks, merchants, indivi- 
duals, credit unions, by the federal government (in the form of cash 
advances on farm-stored grain) and by municipalities (through tax 
arrears). Interest is ordinarily charged on all such credit except that 
provided by merchants, though even in this case if the merchant requires 
the farmer to sign a note covering his overdue accounts and then discounts 
this note at the bank, the farmer will be required to pay interest. We shall 
not attempt to estimate the total volume of short-term credit to farmers 
that is outstanding. Bank loans to farmers excluding farm improvement 
loans are shown in Table 6.19. 


Table 6.19 
OUTSTANDING BANK LOANS TO FARMERS 
EXCLUDING FARM IMPROVEMENT LOANS 
(millions of dollars as at December 31st) 
1935239 \avetragean aires errs ee eee 57.0 (as at Oct. 31st) 
POST fo Neves faite gov sacle last Posner ee eo eee WISP 
TODD BRON SRE Ey osld Gate a ee stoeeene time leas slomes 185.4 
ORE ie bet IRM pe rustic Mah atcha tee HEREC 195.4 
19S 4) SO Mace nis hiele SEL ee: 200.1 
LOSS eee cM) elak Airc ioe eee eee er ee D329 
LOS 6 cc Se IS oo 3s 5 a RRA oie ae EEE 227.0 


Source: Farm Improvement Loans have been deducted from loans to ‘Farmers’? shown periodically in the 
“Quarterly Classification of Loans’’ published in the Statistical Summary of the Bank of Canada. 


c. Small non-agricultural business 


Let us now review known and relevant facts relating to the financing 
of “small” non-agricultural businesses. The information on which to 
judge how, and how successfully, small businesses are financed is meagre 
and scattered. There are general characteristics of small businesses that 
limit the forms and sources of their financing and we shall consider these 
first. 


The small business in any field depends very largely for its success on 
the initiative and drive of one or a very few individuals. While the com- 
petence of the management is always a factor to be considered in appraising 
any enterprise, this factor assumes peculiar significance for the small 
enterprise since management is so concentrated in a few persons. There 
is far less assurance of continuity of suitable management and very limited 
opportunity for pooling and checking of ideas in the small enterprise. 
These considerations contribute to the riskiness of investment in small 
concerns and enhance the need for close supervision of investments in such 
concerns. Accordingly the range of potential investors is narrowed. 


The fact that so many small concerns are unincorporated severely limits 
the availability of equity capital to them. In the nature of the case equity 
capital is limited to that which the proprietor can supply from his resources 
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and from the earnings of his business unless he is willing and able to 
interest partners in joining him. In small businesses, both incorporated and 
unincorporated there is a common and understandable unwillingness to 
secure equity capital at the cost of surrendering control of the business, 
as the opportunity to exercise control is frequently a main incentive of the 
principals in the enterprise. The unincorporated concerns are of course 
barred from soliciting equity funds from the public and incorporated small 
firms, even if they can be assured of retaining control, cannot meet the 
very high costs of floating public issues of stock through the normal 
marketing channels. In Canada, an exception to the general rule that 
small companies face insurmountable difficulties in raising equity capital 
publicly is provided by nascent and small mining and oil companies; we 
shall discuss their financing briefly below. 


Small businesses being largely local in character, dependent for their 
success to a high degree on one or a very few individuals who are jealous 
of their control of the enterprise, are generally unable or unwilling to 
raise equity funds publicly and thus debts held for the most part by 
individuals, suppliers and bankers, are a tremendously important source 
of their funds. 


Individuals are, then, the most important suppliers of equity funds 
in small businesses. They are no doubt, too, a source of credit, especially of 
longer term credit, but one would suppose to a much lesser extent. It has 
been argued that the growing practice of directing personal savings to 
financial institutions and pension funds, coupled with the rising rates of 
personal income’ taxation would have reduced the propensity of individuals 
to invest in small businesses, but on the other hand small businesses continue 
to produce a sizable proportion of the national income, and individuals 
continue to be their most important source of equity funds. With informa- 
tion that is presently available in organized form it is not possible to argue 
that there is a pronounced trend upwards or downwards in the proportion 
of individuals’ saving that is flowing into “small” business. 


Those who sell to small business have long been important suppliers 
of short and intermediate-term credit to such businesses. In some instances 
there are fairly close links between the supplier and the business as in the 
case of filling stations and some kinds of dealerships. Indeed in some such 
instances the premises are leased by the operator from the supplier or an 
affiliate, so that equity in these assets used by the operator is held by the 
outside business.*? No doubt arrangements between the firms that sell to 
small businesses on credit, and the businesses, are varied and adapted to 
special circumstances. 


33 Of course there are many retailers, small manufacturers, and other small businesses which do not 
own their premises though they may not be owned by a supplier. Sometimes the owners of 
business premises concentrate their holdings as in “shopping centres’ and in “‘industrial 
estates’”’ but these are rather modern developments. 
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Undoubtedly the most important suppliers of credit to small business 
are the commercial banks. Banks assist in supplying credit to small 
business both directly and indirectly. By granting accommodation to those 
who sell to small business on credit, they assist in the financing of small 
business. Directly they provide credit through loans against unsecured 
notes, notes carrying more than one signature and notes secured by 
various assets of the business excluding real estate. Loans are made for 
working capital purposes, though from time to time they are also made 
for other purposes (term loans).°4 Loans that are ostensibly short-term 
loans for working capital purposes may in fact permit capital expansion 
and may in fact be renewed in whole or in part many times. Banks may 
also buy the bonds of small corporations, indeed the corporations may 
succeed in placing them directly with the banks. There may be isolated 
instances in which banks have acquired stocks of small companies but 
it is most unlikely that such holdings would be significant in the over-all 
picture. 


There is a most incredible lack of public information about the 
banks’ portfolio of business loans and of corporate securities. The Bank 
of Canada makes public each quarter an estimated classification of bank 
loans according to the industry or function of the borrower. But there is 
no public information on the distribution of business loans by size of loan 
or by size of business. Only the most sporadic information is given on 
the volume of term loans outstanding, and this from time to time in the 
Annual Report of the Bank of Canada. There is no public information 
whatsoever on the characteristics of the banks’ portfolio of corporate 
securities except figures on the total size of the portfolio of each bank. 
We have very little information about the maturity of loans and only a 
reference occasionally in Bank of Canada reports about commitments to 
make loans. We shall have to rely on United States data therefore for our 
picture of bank lending to small business.*® It is a pity that this is the case, 


34 The Governor of the Bank of Canada has expressed the opinion that ‘‘the chartered banks... 
do not do a great volume, as far as I know, of small term loans”. Minutes of Proceedings 
and Evidence, Standing Committee on Banking and Commerce, House of Commons, 1956, p. 269. 


35 In his 1958 address at the annual meeting of shareholders the Chairman and President of the 
Royal Bank of Canada, James Muir, made the following remarks: 


“Generally speaking, banks are in position to take care of the legitimate needs of all 
credit-worthy small to moderate borrowers”, said Mr. Muir. ‘“‘For lack of a better yardstick we 
regard clients having credits with us of $100,000 or less as ‘small borrowers’. As a matter of 
fact, and again speaking generally, the banks have been in a position throughout the tight money 
period to look after this class of customer. 

“In the past few months, however, there has been a great to-do about scarcity of credit 
for this sector of our economy; and government authorities have apparently become exercised 
about it. Frankly, I am baffled when I read of these things and I cannot escape the impression 
that the whole case must be grossly exaggerated, or that, perhaps without realizing it, we may 
be witnessing an evolution in this field. It may be that a fundamental change is taking place 
in Our economy and that the small merchant is experiencing something that credit cannot help. 
There is some evidence not only that sales outlets are becoming more and more concentrated, 
ee the sales and production units are developing an increasingly close relationship with one 
another. 


“From the inception of the tight money policy, your bank has made it clear by word 
of mouth and by repeated written communications to all of our branches that they were still 
required to deal sympathetically with applications for personal and small business loans. 


“In spite of our lending policy there has been a reduction not only in the number of 
borrowers but a substantial reduction as well in the amount borrowed in this particular field. 
As far as this bank is concerned, the credit facilities have been available, our Managers have 
known of this policy, and yet it would seem that small borrowers have not taken advantage 
of their opportunities to obtain credit.” 
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for in many respects the American practice is or may be different from the 
Canadian. For one thing Canadian banks do not take a mortgage on 
real property as prime security for loans in the way in which United States 
banks commonly do.** Secondly, while term lending is practised in Canada 
one frequently encounters the impression that term loans are not as large 
a proportion of business loans in Canada as in the United States. Finally 
the practices with respect to establishing lines of credit and requiring of 
minimum balances may differ as between the two countries. 


Our information is drawn from the report on a sample survey of the 
commercial and business loans of member banks conducted in October 
1957 by the Federal Reserve authorities.37 It was found in this survey 
that 3.6 percent of the amount of business loans outstanding on the survey 
date were made to businesses with assets under $50 thousand; 12.9 percent 
to businesses with assets between $50 thousand and $250 thousand and 
15.5 percent to businesses with assets between $250 thousand and $1 
million. Of the number of business loans outstanding 39.4 percent, 38.6 
percent and 12.3 percent respectively were made to businesses in these 
three asset groups. The average sizes of loans in these three asset groups 
were $3 thousand, $10 thousand and $40 thousand respectively. 


Term loans (loans having an original maturity of more than one year, 
as the phrase is used in this survey) accounted for some 38 percent of all 
outstanding business loans. The highest ratios of term borrowing to total 
borrowing were for concerns with assets of $5 million or more, and lowest 
for concerns with assets of $250 thousand to $1 million. However, the 
ratio for the smallest concern (having assets less than $50 thousand) was 
nearly as high (46 percent) as for the largest concerns. 


In 1946, 9 percent of the outstanding loans were made to concerns 
with assets under $50 thousand and 16 percent to concerns with assets 
of $50 thousand to $250 thousand. By 1957 these figures had fallen to 
4 percent and 13 percent respectively. In 1946 the ratio of the amount of 
term loans to total loans over all size classes of borrowers was about one- 
third and was still about one-third in 1955 although it rose to some 38 
percent between 1955 and 1957 as we have seen. However, the proportion 
of the amount of term loans to total loans to businesses with assets under 
$50 thousand rose from 29 percent in 1946 to 46 percent in 1957. 


36 A bank in Canada may take a mortgage as secondary security against an existing loan, Statutes 
of Canada, 2-3 Elizabeth II, Chapter 48, Section 78 (1). Canadian banks may also take mortgages 
as prime security under the Farm Improvement Loans Act and the National Housing Act. 
Under Section 75 (5) banks may acquire from a corporation securities that are secured on any 
property and may make loans to the corporation against such securities. The Governor of the 
Bank of Canada has expressed the opinion that bonds acquired under this section of the Act 
could not often be the bonds of small corporations. See Minutes of Proceedings and Evidence, 
Standing Committee on Banking and Commerce, House of Commons, 1956, p. 249. 


37 Previous surveys were made in 1942, 1946 and 1955. The results of the 1955 survey are reported 
in the Federal Reserve Bulletin as follows: ‘‘Business Loans of Member Banks”, April 1956, 
pp. 327-40. ‘Credit Lines and Minimum Balance Requirements’, June 1956, pp. 573-79. 
The results of the 1957 survey are reported in the article “Member Bank Lending to Small 
Business, 1955 - 57”, Federal Reserve Bulletin, April 1958, pp. 393-411. 
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In the period October 1955 to October 1957, which was on the whole 
a period of rather stringent conditions in the capital markets, “loans to 
large business in most industries expanded much more in dollar volume 
than loans to smaller businesses. Moreover, loan growth was greater for 
industries in which large businesses are predominant than for industries 
in which medium-size and small businesses are relatively important.”?5 
The amount of loans extended to business with assets under $50 thousand 
declined 3 percent in this period. “Between 1955 and 1957 all except 
the largest businesses expanded their term loans ... much more than their 
short-term loans. Large businesses obtained most of their long-term 
financing through the securities markets, but smaller businesses with this 
alternative less readily available, relied more heavily on banks for this type 
of financing.’’® 


The commercial banks rank head, shoulders and torso ahead of the 
other financial institutions as suppliers of credit to small business. With 
respect to some kinds of small business, the instalment finance companies are 
important suppliers of credit to finance inventories, and of course by 
undertaking the specialized task of financing customers’ purchases they 
relieve some small businesses of the need to raise funds for that purpose. 


The mortgage on real estate is a significant instrument of finance for 
small business and more so for small business than large business.*° Business 
property itself may be mortgaged or residential property may be mort- 
gaged and the proceeds used for business purposes. 


Any contribution made by life insurance companies in Canada to the 
financing of small business is undoubtedly made largely through the 
instrument of the mortgage. It is impossible however to say what propor- 
tion of life insurance company mortgage loans may serve to provide 
finance to smaller businesses. In a brief to the Commission prepared by 
Arthur D. Little, Inc., entitled Financing of Small Business in Manitoba, 
filed by the Government of the Province of Manitoba it was stated that 
“interviews with individual life insurance companies indicated that of the 
29-38 percent of total assets invested in mortgages, 32 percent or roughly 


38 Federal Reserve Bulletin, April 1958, p. 393. 

39 Ibid., pp. 394-95. 

40 There are of course no direct figures on the use of mortgages to finance unincorporated business. 
On the basis of the figures in Taxation Statistics, 1957 (Queen’s Printer, Ottawa), Table 5, we may 
say that for companies with assets under $1 million, mortgages were a more important liability 
than ‘“‘other funded debt’. For companies with assets between $1 million and $5 million, 
mortgage debt was smaller than other funded debt for profitable companies and larger for 
unprofitable companies. For companies with assets greater than $5 million, mortgage debt was 
generally trivial in relation to all other liabilities. The average ratios of mortgage debt to all 
liabilities for different sizes of company are shown below: 


Assets in Ratio of mortgage debt 
thousands of dollars to all liabilities 
Under 50 PPeY YG; 
50 - 100 3.8 
100 - 250 4.9 
250 - 500 5.6 
500 - 1000 3358) 
1000 - 5000 3.4 
5000 and over 0.002 
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one-third are in business properties, and only 6-8 percent of all mortgages 
are industrial mortgages” (p. 24). It is known that a large United States. 
insurance company conducting a large volume of business in Canada 
established in 1957 a special commercial and industrial division of their 
investment department to concentrate on making investments in companies 
with assets of between one-quarter of a million dollars and $3 million. It is 
only through policy loans and mortgages that life insurance companies 
can make funds available to unincorporated business. In 1956, Canadian 
life insurance companies held only 1.33 percent of their assets in stocks 
of Canadian companies and 11.6 percent of their assets in Canadian 
corporation bonds. A perusal of the details of their acquisition of bonds 
of Canadian corporations does not suggest frequent investment in bonds of 
small corporations (even directly placed bonds of such corporations) and 
in any event small corporations are not prone to raise funds through the 
issue of bonds. 


Mortgage loan companies may contribute to the finance of small 
business inasmuch as the proprietors of such businesses use mortgages 
on residential and other properties as a source of business funds. The same 
is true of trust companies. Trust companies may occasionally also buy the 
securities of small corporations but their contributions in this way to the 
finance of small business must in total be very small.4 


There are a few other institutional sources of funds though there is 
no organized information about them. For example there are a few 
companies which buy from lumber and building supply dealers, plumbing, 
heating and electrical contractors, painters, decorators, landscape gardeners 
and the like, their time payment notes owed by home owners for home 
improvements.** There are “private banking firms” or development 
corporations which offer funds to enterprises, in some cases small or 
medium sized. Occasionally investment companies invest in the securities 
of smaller corporations. But the total of the amounts supplied to small 
businesses by all of these miscellaneous institutions must be very small.* 


41 In one opinion expressed to the Commission it was held that “the trust companies accept 
virtually no industrial mortgages’? and that the loan companies “have invested no more than 5 
percent of their mortgage funds in industrial mortgages’. Financing of Small Business in 
Manitoba, supplement to the submission to the Royal Commission on Canada’s Economic 
Prospects by the Govt. of the Province of Manitoba, prepared by Arthur D. Little, Inc., p. 27. 

42 One such company is Interprovincial Building Credits Limited (incorporated 1950) with assets 
of about $10 million. 


43 There is an organization better known in the United States but rather uncommon here which 
is called a factoring company. ‘“‘Modern factoring involves a continuing agreement under which 
a financing institution assumes the credit and collection function for its client, purchases his 
receivables as they arise without recourse to him for credit losses, and, because of these 
relationships performs other auxiliary functions (usually financial or advisory in nature) for 
its client.” (Clyde William Phelps, The Role of Factoring in Modern Business Finance, 
Studies in Commercial Financing No. 1, Commercial Credit Company, Baltimore, 1956, p. 14.) 
Traditionally in the United States this institution has serviced textile mills but in more recent 
years it has serviced other manufacturers, wholesalers and retailers. It was estimated in 1956 
that about $4 billion worth of accounts receivable were being factored annually in the 
United States. This is not a large percentage of the total financing of accounts receivable by 
any means. The service is usually rendered to firms with annual sales volume of one quarter of a 
million dollars or more and sometimes to smaller firms. (Phelps, op. cit., p. 17.) But it does 
not appear that the factoring company is at all common in Canada, though one or two 
companies exist. (On these and other aspects of factoring see Raymond Rogers, “Factors, Bank 
Financing of Accounts Receivable, Commercial Paper” in Herbert V. Prochnow, American 
Financial Institutions, 1951, pp. 193-221 and Raymond J. Saulnier and Neil H. Jacoby, 
Accounts Receivable Financing, National Bureau of Economic Research, 1943.) 
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The important federal government institution engaged in furnishing 
credit to small and medium-sized business is the Industrial Development 
Bank. The Industrial Development Bank was established in 1944 as part 
of the programme of the government of the day directed to promoting 
“high and rising levels of employment”. It was designed to supplement the 
activiites of other lenders in providing capital assistance to industry with 
particular consideration to the financing problems of small enterprises. 
The President of the Industrial Development Bank, who is also the 
Governor of the Bank of Canada has recently described in succinct language 
the purpose for which the Industrial Development Bank was established as 
follows: 


“Tt was to fill what appeared to be a gap in the existing financial 
machinery of this country. If the gap did not exist, or if it were filled 
adequately by private enterprise presumably there would be no need 
for a publicity owned institution of this sort. However, it was found 
that small business, particularly, had considerable difficulty in getting 
fixed capital from outside sources. The chartered banks were not in 
the practise of making loans for fixed capital purposes. Their main 
business is making current loans, demand loans, for working capital 
purposes. The larger companies and larger industries might go to 
the general market and raise capital funds by the sale of securities 
or perhaps could place a mortgage on their property direct with some 
large investor, such as an insurance company. Smaller business can- 
not do that. For one thing the costs of floating public interest 
securities are out of all proportion to the size of the loan if the loan 
is for only $15,000 or even $100,000. In addition to that a small 
business without an established record of earnings — particularly 
of course a new business — would not have the kind of record to 
give to investors to encourage them to invest’’.*5 


The first point to stress is that the Industrial Development Bank has 
been designed to supplement the existing facilities in the capital market. 
As a matter of day-to-day administration, there is considerable co-operation 
between the Industrial Development Bank and the chartered banks, each 
from time to time referring applicants for loans to the other.*® The 
President of the Industrial Development Bank has said “The first thing 
we have to ask anybody is: why cannot you finance this elsewhere”.4” 
In fact, in laying out the business and powers of the Bank, the governing 
act stipulates that the Bank may furnish funds when “credit or other financial 


44 This sentence is a paraphrase of part of the Preamble to Governing Act. See Revised Statutes 
of Canada, 1952, Chapter 151. 


45 Standing Committee on Banking and Commerce, House of Commons, Minutes of Proceedings 
and Evidence, No. 7, 1956, p. 245. 

46 Mr. J. E. Coyne, the President has stated: “I do not think we have ever made a loan which 
the chartered banks would have made at the same or a higher rate of interest which was agreeable 
to the borrower’’. Ibid, p. 248. 


47 Ibid, p. 272. 
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resources would not otherwise be available on reasonable terms and 
conditions’’.48 


It is largely in consequence of this requirement that the Bank has 
concentrated on the providing of fixed capital. Indeed it was stated at 
the 1956 sessions of the Banking and Commerce Committee that the Bank 
has never made a loan purely for working capital purposes.4® 


In the title of the Bank the word “industrial” appears. The Bank 
makes loans to industrial enterprises but not to establishments providing 
commercial services such as retail or wholesale outlets, hotels and tourist 
establishments, garages and theatres and not to farming or fishing enter- 
prises. From time to time the Act has been revised to extend the list of 
eligible borrowers, the most recent of the extensions being in 1956. As 
matters now stand the Bank may lend to “an enterprise in which is carried 
on the business of: 


(i) manufacturing, processing, assembling, installing, over- 
hauling, reconditioning, altering, repairing, cleaning, 
packaging, transporting or warehousing of goods, 


(ii) logging, operating a mine or quarry, drilling, construction, 
engineering, technical surveys or scientific research, 


(iii) generating or distributing electricity or operating a com- 
mercial air service, or the transportation of persons, or 


(iv) supplying premises, machinery or equipment for any 
business mentioned in subparagraph (i), (ii) or (iii) 
under a lease, contract or other arrangement whereby 
title to the premises, machinery or equipment is retained 
by the supplier’.5° 


There is an intimate relationship between the Industrial Development 
Bank and the Bank of Canada since the Act makes the board of directors 
of the two institutions identical. The Bank of Canada holds the outstanding 
stock of the Industrial Development Bank in the amount of $25 million 
and also all of its outstanding bonds and debentures, which at the end of 
December 1957 amounted to $37 million. The Bank is allowed to borrow 
from the public but has never done so. 


The Bank is permitted to lend or guarantee loans to persons including 
corporations and in addition is permitted to enter into underwriting agree- 
ments with a corporation in respect of all or part of a stock or bond issue 
and to buy all or part of an issue of a corporation’s securities either from 
the corporation or a shareholder, as underwriter. The Bank is entitled 
to hold all of the various forms of security against its loans that are 


48 Section 15 (1) (b) 
49 Minutes of Proceeding and Evidence, p. 273. 
50 An Act to amend the Industrial Development Bank Act, 4-5 Elizabeth II, 1956. 
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available to chartered banks and in addition it is authorized to hold 
mortgages on real estate and chattel mortgages on movable property. 


For the most part the advance of funds by the Bank is in the form 
of loans made to finance fixed capital requirements of the borrower. 
These loans may be for any period but the term is usually between one 
and ten years with the average term being six or seven years.°! There is 
no statutory limit to the rate the Bank may charge. The normal rate 
charged at the beginning of operations was 5 percent. A few years 
later it was raised to 5% percent. In 1952 it was increased to 6 percent 
and was raised once again to 642 percent in 1956. On November 18, 
1957 it was reduced to 6 percent. The Bank has guaranteed loans, indeed 
at September 30, 1950 the amount of guarantees was nearly $3.5 million. 
Since that time however guarantees have dwindled to less than $100 
thousand. 


For the first ten years of its operations, at least, the Bank has not 
used its authority to underwrite issues of securities.5? That this may be 
an avenue of future development is suggested by a remark made by Mr. 
Coyne in 1956.8 


The Industrial Development Bank has acquired the stock of its debtors 
from time to time. It is recorded that at September 30, 1955 of a total of 
loans and investments outstanding in the amount of $44 million $250 
thousand was represented by investments, investments in the stock of ten 
different borrowing companies.°* There is no public evidence that the 
Bank has ever acquired the stock of a company not in its debt. There is 
a statement in the record to the effect that if the Bank were asked to make 
a loan which looked very large relative to the total equity investment in 
the firm, the Bank would consider advancing part of the funds as an invest- 
ment in equity (usually preferred stock) rather than as a loan.°° It is 
clear that the Bank has not been prepared generally to provide equity 
rather than debt financing.®¢ 


The total liability of the Bank arising from its own debenture issues 
and from guarantees and underwriting agreements is limited by statute to 


51 Standing Committee on Banking and Commerce, House of Commons, Minutes of Proceedings 
and Evidence, 1956, p. 269. 


52 D. G. Marble, “Industrial Development Bank—The First Ten Years”, Canadian Banker, 
Summer 1955, p. 25. 


53 pee Siamine Committee on Banking and Commerce, Minutes of Proceedings and Evidence, 
1956, p. 274. 


54 Ibid., p. 299. 
a Tharithe So. PLA 


56 The Industrial Development Bank Act states that the Bank may acquire stock ‘“‘with a view 
to resale”. It may be that some doubt as to the precise meaning of this phrase has inhibited 
the Bank in taking an equity position. It seems likely, however, that the Bank has assumed 
that if it takes a reasonable attitude toward the legitimate difficulties of a business in meeting 
mortgage loan commitments it will provide all or most of the advantages that purchase of 
equity could provide and yet retain the right to exert pressure on the debtor if necessary. The 
General Manager of the Bank has stated: “Where accounts get into difficulties we make 
strenuous efforts to help. In some cases, the worst service we could do our client would be 
to not keep him under steady pressure. In others it is a question of waiving or extending 
instalments. We try to be realistic, we try to be patient, but never to give up the ship and 
never to let it drift.” (Address by Mr. S. R. Noble, General Manager of the IDB at the Fifth 
Annual Conference of the Association of State Planning & Development Agencies, May 10th, 
1950, in the Hotel New Yorker, N.Y.) 
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three times its paid up capital and reserve fund. As at the end of 1957, 
this limit was approximately $105 million, the corresponding liabilities 
were approximately $37 million. The aggregate of the individual loans, 
and liabilities under guarantees or underwriting agreements and of expend- 
itures for corporation securities held by it in amounts exceeding $200 
thousand is limited to $75 million. At the end of 1957 this aggregate 
was just over $34 million. 


The distribution of the Bank’s current authorizations (loans, invest- 
ments and guarantees) as of September 30, 1957 is shown in Table 6.20. 
It will be noted that a very substantial proportion of the amount authorized 
is in the category “over $200 thousand”. Mr. Coyne has testified that 
over the first 11 years of the Bank’s activities the highest loan made was 
for $4 million (this was connected with a defence project); and that 7 other 
loans of $1 million or over have been made.%7 Nearly 30 percent of the 
credits are for amounts of $25 thousand or less and some 55 percent of 
the credits are for amounts of $50 thousand and under. 


The industrial distribution of the current authorizations as of Septem- 
ber 30, 1957 is shown in Table 6.21. Commercial air services draw upon 
the resources of the Bank very heavily as may be seen; so also do firms in 
the wood products industry and in the iron and steel products industry 
which includes machinery and equipment. The loans of the Bank are 
distributed among a wide variety of industries. 


The provincial distribution of the loans is shown in Table 6.22. Loans 
are made in all provinces and in the Yukon and Northwest Territories. 


Table 6.20 
INDUSTRIAL DEVELOPMENT BANK 
LOANS, INVESTMENTS AND GUARANTEES 
Size classification of curent authorizations 
at September 30, 1957 
Size of credits Number of credits Amount authorized 
(thousands of dollars) % yp, 
a3 ADCHINGEE nema see oe ea cd ce Rote Ae) a 
Sara aeacy ate Wao) eis <4 ote he. seals 4 29.9 4.6 
Oa SO ene CERT hs Toe Te 24.4 8.7 
DOL OOM Ass cee teM a CMe od amy cA YDS 15.6 
LOO 200 Fae Ceram crime. Aca kh gars 3 ite me 2st 17.0 
Que 200 a eet teh eek dc ae. ok Oe 10.3 54.0 
Totals es aren eit. ts hoe ka! ais wists Ss 100.0 100.0 
POU CreGits BAe tes Sih dele te tlh & ot 102.8 = 
Total amount authorized (millions)........ — is 


a Less than 1/10 of 1 percent. 
Source: Annual Report of the Industrial Development Bank, 1957, p. 10. 


57 At least this last statement is our interpretation of the sentence “There are two over $2 million 
and five from $1 million to $3 million over a period of 11 years”. Ibid., p. 300. 
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Table 6.21 
INDUSTRIAL DEVELOPMENT BANK 
LOANS, INVESTMENTS AND GUARANTEES 


Industrial distribution of current authorizations 
as at September 30, 1957 


Amount authorized 
Industry 


(0) 
1 (;Commertcial: aimiserviCes saccees ates of ere torete er leer eter one 19 
2. WOOde Products)js cs. iets uae aexeuskee lonaseefeeletele edad etake oe rea etre 12-5 
3. Iron and steel products (including machinery and equipment) . 1 
4. Roods) and ‘beverages:jiac ome os skola ere seeterouehatel terettens 8.5 
5. Non-metallic mineral productSie s.. = 12 errrcle er eieteier fins) 
6. Textile products andi clothimgenceterecisctleec rele chete ole cients Thee 
7. Paper products Gncluding pulp) vay over crelet herr eeterte seek 5.8 
85 Chemical products sea. cemee ete canoer he teeketispith ae teseicnees neta cnet ek tea 5:5 
9) ORetriceration’. . 16 silos soins eatoe Solem mee earn reeitehers ote 4.8 
10; Electricaltapparatus tand ‘supplicsm.ty ere seteetis torte ieee 4.5 
iis Transportation equipment=y je eau eee tek tees 3.5: 
12:- Mining. So). ec eh SSRs tee ete eee cies eres eee anetetevotete 2.4 
13, Printing, publishine and allied industries: ieee 2.1 
14: 2Indtstrialbuildings ess Pati. secre ete rte co oe deere 2M, 
15. Miscellaneous manufacturing industries.............-....- ico 
16.) INon=ferrous:metals Products a assis oeloreudsintetn eee 1.8 
17. Transportation and storage (other than 1 and 9 above)...... ial 
183) Productsiof petroleumpandicoalaeemreee enti 1h} 
192" ConstructlOn 8 4 os be cscs uentinie cee te be Sle ter eer eee eee ete ital 
QO BOTeStry se 2e. ie 20g Wie tei calito ect eines =. See et she pee 8 
21. Rubber ‘and leather productsijpemeccir cies oettitrneenes 33 
D2 Generating and @istributingrolvelectricity +. a. eae eras all 
Total cere S aascteate rencton it tttontare ire Coenen eee 100.0 
Total amount authorized (in millions)................-. $111.5 


Source: Annual Report of the Industrial Development Bank, 1957, p. 7. 


Nearly two-thirds of the amount authorized as of September 30, 1957 
was in the central provinces of Ontario and Quebec. 


From the beginning of its operations in late 1944 until the end of 
September 1957, the Bank has authorized loans, investments and guarantees 
of almost $200 million. Its disbursements, (excluding guarantees) have 
totalled nearly $150 million. This writer has no knowledge of the pro- 


portions of disbursements, loans or guarantees granted to newly established 
businesses. 


In several of the provinces there are special government agencies 
designed to supplement in various special ways the credit facilities provided 
to small business through other channels. These are in provinces other 
than Ontario, Quebec, Manitoba and British Columbia. In Nova Scotia, 
under the Industrial Loan Act the government may lend or guarantee 
loans to certain processing or manufacturing industries. In New Brunswick, 
under the Industrial Development and Expansion Act loans may be 
granted to selected industries which promise to develop certain areas 
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Table 6.22 
INDUSTRIAL DEVELOPMENT BANK 
LOANS, INVESTMENTS AND GUARANTEES 


Provincial distribution for current authorizations 
as at September 30, 1957 


a ha at el Me VT Dory 


Amount authorized 


Province % 
Beet ete eet ee wn) On eT DD 33.0 
Fe AG Ha GnSne elles. vik LUNA Spans hainees. bares 30.4 
oF CUTE NTC COLE Se Ca a RI iii te 16.4 
ree Peeper rene, 33 one at aaNet gets ayill 
pen ee event sland 264.3 outwricd ac sie 5.0 
ee ii al a 4.6 
ee ree iene rye ss ee a i APES chit eter ibs7/ 
peak Na Seca atiretta1684 00.4 Nig eek aod ose iS) 
2 ESSELTE ETE RU ES oe ona ga ede 1.4 
Fe Or eee adimes eee ein SOLE nines 48) 
Be ounaoudus ener alt ei), 20 oi Maly Reed 4 
ee See ee 
OMIA Costs oy. te a gical er a ea ale 100.0 
Total amount authorized GUY ITT ONS cn tacias cht We Os $111.5 


Source: Annual Report of the Industrial Development Bank, 1957, p. 9. 


or processes, and which do not succeed in obtaining capital from another 
source. The Province of Prince Edward Island provides assistance in 
establishing industrial plants to process agricultural, horticultural and 
fishery products within the province. In Newfoundland the government 
has assisted industry by guaranteeing bank loans or bond issues of compa- 
nies. The government operates four special lending agencies: The Co-opera- 
tive Development Loan Board, the Fisheries Development Loan Board, the 
Industrial Development Loan Board, and the Tourist Development Board. 
In Saskatchewan, through the Industrial Development Fund, the province 
lends or guarantees loans to a wide variety of business enterprises. In 
Alberta, business may borrow from the treasury branches operated by the 
treasury. Through the Provincial Marketing Board manufacturing con- 
cerns may obtain assistance in financing inventory.58 


d. Small mining and oil development companies 


It was mentioned earlier that small, nascent mining and oil com- 
panies represent an exception to the general rule that small companies 
face insurmountable difficulties in publicly raising equity capital. We should 
like now to develop this theme briefly in concluding the factual review 
of some aspects of business finance. Financing the development of 
Canada’s mineral and oil resources is an important topic and, in this 
writer’s view, one of endless fascination. We should have liked to treat 


58 This very brief account of provincial government agencies has been adapted from that given 
in Small Business Manual, published by the Department of Trade and Commerce, Ottawa, 
1958 eppe 74-72 
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it in considerable detail in this volume, especially as apparently it has 
never been accorded exhaustive description and analysis in any published 
work. The subject cries for attention. Unfortunately time and resources 
have not permitted conducting the necessary research, and in any event 
full treatment in appropriate historical perspective would occupy an entire 
volume.5® We shall limit ourselves to a few highlights of the financing of 
economic activity in this field, and confine our attention to the financing 
of the smaller endeavours. There is a trend toward yet greater participation 
in exploratory and development work in the mining and oil industries by 
the very large operating companies and by mining finance and holding 
companies. 


Bringing mines or oil wells into production is a highly speculative 
business involving opportunities for striking, or even fabulous gains as well 
as staggering losses. Canadian investors apparently in quite large numbers 
have, over the years, been willing to take up the shares, priced at 10 cents 
or more (and at one time even less), of these companies. One suspects 
that the attitude of the buyers in many cases resembled that of the partici- 
pant in the football pool or the devotee of the race track. Investment 
in mining and oil shares has been a kind of gambling sport for many 
Canadians. The willingness of Canadians to take fliers in these risky 
ventures has been of tremendous importance in the development of the 
mining and oil industries as we know them today. But willingness to take 
risks has not been confined to the general share-buying public. The 
independent prospectors, the professional promoters, the professional 
investors have all shouldered the risks and shared the romance of develop- 
ing these great resource industries. 


In a general way one may distinguish three broad stages in the develop- 
ment of a producing mine.®° First there is the prospecting stage, the 
discovery of promising ground and the staking out and registering of a 
claim to it. Next there is the stage of exploring the property first above 
ground and then below ground to determine the extent and quality of the 
ore. Finally there is the stage of preparing the mine for actual production 
of ore and of erecting a mill to concentrate the ore. It is with the financing 
of the first two and especially the second stage of the operation that we 
shall be particularly concerned here in the context of “small business” 
ventures; once a mining property has been discovered and explored and 
found worthy of bringing into production the undertaking ordinarily ceases 
to be “small business”. Of course all stages may be, and increasingly are, 
carried out under the aegis of big business, that is by the large established 
companies. But traditionally, and still to a very considerable degree, they 


59 There are chapters on financing in a most interesting account of the human side of Canadian 
une by Arnold Hoffman: Free Gold, The Story of Canadian Mining, (New York and Toronto) 


60 hb shall concentrate our description here on the development of mines rather than oil and gas 
ventures. ; 
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are not. The financing required for the first Stage is fairly limited, perhaps 
from $25 thousand up to 8 or 9 times that amount. Unless the prospectors 
are the paid employees of the large established mining concerns they will be 
financed privately, ordinarily, and not by funds secured through public 
subscription. The second stage is almost invariably financed by public 
issues of stock and may require one-half a million up to two or more 
million dollars. The third stage, actually bringing a mine into operation 
after proving up enough reserves, becomes big business either because the 
operation is taken over then by an existing large concern or because the 
sums required range from one to five or more million dollars. The 
financing of the third stage is accomplished perhaps to some degree out 
of retained earnings (if it is financed by existing companies) but largely 
through the further issue of stock or the issue of convertible bonds which 
are attractive in some cases to investors, (especially when the concern 
enjoys a firm government contract as is the case with several recent uranium 
developments). 


The financing of independent prospectors is usually accomplished by 
the prospector himself from his own resources or by raising money from 
friends and acquaintances or more formally by the formation of a syndicate. 
A syndicate is arranged by selling “units” for perhaps $100 each, on the 
understanding that each purchaser will participate in the fortunes of the 
Prospector in proportion to the number of units he has purchased. If the 
prospector is successful in discovering ground he regards as promising, 
he will stake claims, perhaps an area of 800 acres or so comprising some 
twenty claims, have these recorded at a recording office so as to guarantee 
his title, and dispatch samples of ore to an assaying office requesting that 
they be assayed for specific minerals. It will then be necessary to raise 
money for “developing” the property, that is for detailed examination 
of the surface, and if the results warrant for underground examination with 
a view to discovering the quality and extent of the ore. This brings us 
to the second stage of financing. 


If the claims are not sold or optioned to a larger established mining 
company the usual procedure is to seek to interest a mining “promoter”. 
There is infinite variety in this business; for example, the prospector and 
his syndicate may themselves set up a company to develop the claims or 
perhaps a professional promoter may have been among the members of 
the syndicate. In any event an arrangement is arrived at with either a 
new company or an existing “inactive” or “dormant” company controlled 
by the promoter. By this arrangement the company takes an option to buy 
the claims within six months and usually offers some cash to the prospector 
or the syndicate at this stage in return for the option. The company further 
agrees to spend a stipulated amount in the next six months in developing 
the claim and also undertakes to grant a block of stock in the company 
to the prospector or syndicate in the event that the option to buy the 
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claims should be exercised.®! The capitalization of the company may be of 
the order of three to five million dollars made up of three to five million 
shares having a par value of one dollar. 


Next, the promoter enters into an arrangement with the company 
whereby he underwrites a block of shares perhaps 100,000 or 200,000 at 
10 or 15 cents so as to provide the company’s treasury immediately® with 
an amount of from $10,000 to $30,000. At the same time the promoter 
is granted options to buy further blocks of stock in amounts up to 200,000 
shares at higher prices for each successive block. From this point, if all 
goes well the promoter succeeds in selling stock at prices higher than he 
pays for it, and as news comes in from the property (or elsewhere) to 
stimulate the interests of the public buyers, the promoter exercises his 
options adding to the company’s funds and adding to his own profit. 


In a successful promotion the company in due course will exercise its 
option to buy the properties outright and the vendor stock will be disposed 
of.68 As the company prospers it may be necessary from time to time to 
raise more capital than was provided by the original underwriting agree- 
ment. When ore of suitable quality and quantity has been “proved up”, 
the financing of the mill and final arrangements for production will be 
undertaken and this will more closely resemble the regular financing of 
industrial companies and may even include the issue of bonds or conver- 
tible debentures. 


In an unsuccessful promotion, if news from the property is lacking or 
discouraging and the price of the stock starts to fall the promoter will, if 
the situation is not yet clearly hopeless, seek to support the price by buying 
stock. This action may tide the venture over rough spots until hopeful 
news comes in concerning the price of the metal or the progress at the 
property, but if no good news develops, the promoter will ultimately cease 
to support the stock, its price will plummet and the company will become 
dormant. 


Clearly, the role of the promoter is a vital one in this type of financing. 
Promoters have been slandered, some have been unscrupulous, many have 
made fortunes, but they have secured funds for the development of mine, oil, 
and gas properties. They are skilled in the art of buying and selling 
speculative shares, their reward is not a salary, it is profit on their 
transactions. They may buy controlling interest in companies whose shares 
are cheap, and by acquiring new properties for the companies or by other 
methods of rekindling interest in them they may induce public buying 
which will permit them to sell their shares at a profit as well as additional 


61 This stock granted to the vendors of the claims is an example of what is often referred to as 
“vendor stock’’. 

62 Usually at least one-half is paid immediately and the rest within a stipulated period, say 60 days. 

63 Under present practice 10 percent of the vendor stock is actually given to the vendors and 
the other 90 percent placed in escrow to be held in trust and released to the vendor as stock is 
purchased from the company’s treasury. 
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their purposes. Their methods are wonderfully various; but we must not 
dwell on them here. 


The role of the stock exchange, especially the Toronto Stock Exchange 
in financing the development of mine, oil and gas properties must be noted, 
for it is a most important organization in facilitating not only the trading 
in mining and oil stocks after they have been issued but also in the primary 
distribution of such securities to the public. A new company may apply 
for listing on the exchange and may expect to be granted the privileges 
of listing if work has progressed to the point where the company’s engineer 
recommends underground development, if the company has enough share- 
holders (at least 100) to guarantee a wide market, if it has adequate 
immediate resources to Carry out its arranged programme and unissued 
stock left in the treasury for further financing. Once listed, the shares being 
distributed by the promoter or his agent may be sold on the exchange to 
the public. If a listed company becomes dormant it does not on that 
account lose its listing, of course, and if it is revived and further stock 
from the treasury underwritten and optioned this further stock may be 
sold to the public through the facilities of the exchange. 


The market in unlisted shares, the over-the-counter market, is also of 
course of great importance and a considerable volume of primary distri- 
bution takes place through this market. This market is becoming less 
important than the listed market in this connection, however. Thus, W. 
W. Cameron, Counsel of the Ontario Securities Commission has written: 


“The function of the broker-dealer in the marketing of securities listed 
on stock exchanges expanded greatly between 1950 and 1956. The 
participation by the broker-dealer in primary distribution to the public 
through the medium of stock exchanges has become an extremely 
important factor in securities marketing in Ontario. Moreover, the 
importance of raising equity capital through the sale of common 
shares not listed in any stock exchange has diminished proportionately 
between 1950 and 1956... At the present time, in Ontario, primary 
distribution of shares to the public through the medium of stock 
exchanges constitutes the most important method of corporate finan- 
cing when the securities being distributed are of the more speculative 
class”’.64 


We shall consider the role of the stock exchange further below in our 
discussion of the regulators of the flows of funds in this area of the financ- 
ing of the development of mineral, oil and gas properties. We turn now 
to the second part of this chapter on the general theme of the regulators of 
the flows of funds in the business sector. 


64 W. W. Cameron, “Securities Legislation, Administration and Marketing in the Province of 
Ontario, 1956”, Bulletin of the Ontario Securities Commission, November 1956, pp. 27-8. 
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C. The Regulators of the Flows of Funds 


In this part of the chapter we shall discuss the regulators of the 
flows of funds as they impinge on the decisions made by (non-financial) 
business. Regulators in the form of taxes will be taken up first, then prices 
of goods and securities and finally miscellaneous laws. and conventions 
that affect business decisions regarding the flows of funds. 


Le axes 


The income tax will be the main topic of discussion in this section. 
Undoubtedly sales taxes, excise taxes and customs duties affect the relative 
prospects of different industries and firms and thus indirectly at least the 
channelling of funds to business users. We shall not attempt to trace or 
analyze these effects however. The income tax has already been discussed 
in Chapter 5 from the point of view of the consumer-investor. Here 
we shall concentrate on the tax on business income. We shall be concerned 
with the effects of the income tax law on business saving and business 
investment. We shall describe the effects of the provisions of our income 
tax legislation on the attractiveness to business of various forms of external 
financing. We shall review the provisions of this legislation which grant 
special concessions to business in certain industries or businesses with 
particular characteristics. 


In Canada, a corporation must pay tax on its current profits whether 
they are distributed or not and a business proprietor or partner must pay 
tax on the profits of his business whether they are distributed or not. Thus 
the tax on business income directs funds to the control of the government 
which would otherwise have remained in control of business. The extent 
of the diversion differs however as between incorporated business and 
unincorporated business and as between small business and large busi- 
ness. Earnings of unincorporated business are taxed at the rates of taxation 
that apply to individuals, corporate income is taxed at a special set of 
rates applying only to corporations. There is an element of progressivity 
built into both rate structures. Thus with the personal income tax, the 
marginal rate and the average rate increase with income as is also true 
with corporate income but the progressivity of the corporate tax is less 
than that of the individual tax as may be seen from Chart 6.1 or Table 6.23. 


a. The question of the shifting of the corporation. tax 


In considering the effects of increases in corporation tax rates on 
saving and investment and on the sources from which corporations draw 
their funds one is immediately confronted with the question as to the 
extent to which the corporation tax is shifted from the corporation or its 
stockholders to other groups. This question is exceedingly complicated 
and unfortunately we cannot draw upon any widely accepted body of 
doctrine. Changes in the income tax never take place in isolation, as it 
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Table 6.23 


RATES OF TAXATION IN CANADA ON CORPORATION 
AND INDIVIDUAL INCOMES 


Tax rate — Percent 
Taxable income ——— 
Individuals Corporations 

cS TD ee, “eeacaterd. 74. vad 11.0 

PAOUO Sey, Saker talc, 5). dk 14.5 

BODO ME. Ae nab, We bcos 16.3 

ORNL ais ahh eeeecaaeees Sale baad WSS) 
ATO LA a Sue, Rn a Se 19.1 ‘ 20.0 

TO OOO SEMA S38 OG 20.9 

PZ UO0 aerate) ck Santer 22.9 

ORLA Ero ie et hap oie 25.9 

Zoi UOU trey tee tty sy 32.8 
AC DOT Sate Eee 38.5 30.1 
COO0G attics ranks WA ln, ta 43.3 35.8 
DO UO State hretr pte ben fk 48.2 39.5 
EPS 00 Mae aa Lie de. Foe 52.4 41.6 
PLO DOs os scl 5 Ober cr, 59.3 44.0 
COUT ennlaah tec ction: 65.3 45.3 
DOO MOU cere tee eee et ce ee 67.8 45.7 
TOO OOO OREM OE 72) ono 72.9 46.3 


Notes: The tax rates for both individuals and corporations are calculated so as to include the effects of the 
revisions made in December 1957, and both include the Old Age Security Tax. The individual rates do 
not allow for the surtax of 4 percent on all investment income over $2,400 nor do they allow for the 
tax credit on dividends from Canadian companies. The reminder should perhaps be offered that the 
en of taxable income applicable to individuals is quite different from that applicable to corpo- 

were, so that we may confidently attribute subsequent developments to 
the impact of the tax. In this, the problem at hand merely reflects the 
great challenging frustration of all economic study. It is not that changes 
in the corporation tax have been small; since the twenties the tax as a 
proportion of corporation profits has risen from 10 percent to 50 percent, 
roughly speaking. But other changes — depression, war, post-war inflation 
and productivity increases — have been equally dramatic. As a consequence 
of the difficulties of the subject there is no settled view among economists, 
so far as this writer can determine, as to who pays an increase in the 
corporation tax in each period following the increase. The shiftability 
of the corporation tax is particularly germane to our discussion, but 
obviously we would be led much too far afield if we undertook to develop 
the subject at any length. Our comments, accordingly, will be brief and 
somewhat assertive.®® 


65 The reader may wish to consult the following references which bear in whole or in part on 
the subject: 


Richard Goode, The Corporation Income Tax, New York, 1951. Dan Throop Smith, Effects 
of Taxation, Corporate Financial Policy, (Cambridge, Mass.), 1952. Nicholas Kaldor, An 
Expenditure Tax, London, 1955. Richard E. Slitor, “Economic Aspects of the Tax on Corporate 
Income”, in Lectures on Taxation of Business Enterprise, University of Michigan Law School, 

- 28-41. Diran Bodenhorn, ‘‘The Shifting of the Corporation Income Tax in a Growing 
Een ONE Journal of Economics, Vol. LXX, 1956, pp. 563-80. Merton H. Miller 
and John P. Shelton, “Effects of a Shifted Corporate Income Tax on Capital Structure”, 
National Tax Journal, Vol. VIII, 1955, pp. 252-59. John Lintner, ‘Effect of Corporate Taxation 
on Real Investment’, American Economic Review, Vol. XLIV, 1954, pp. 520-34. John Lintner, 
“Effects of a Shifted Corporate Income Tax on Real Investment”, National Tax Journal, Vol, 
VIII, 1955, pp. 229-51. B. V. Ratchford and P. B. Han, “The Burden of the Corporate 
Income Tax”, National Tax Journal, Vol. X, 1957, pp. 310-24. 
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There seems to be little difference of opinion concerning the immediate 
impact of an increase in corporation taxes. Profits or disposable income 
of corporations are reduced as an immediate consequence of the tax and 
the rate of return on invested capital, net earnings per common share and 
the margin of return over sales are accordingly lowered. If the sum of 
retained earnings and dividends is certainly reduced it is not so obvious how 
the reduction will be divided as between retained earnings and dividends. It 
may perhaps be presumed however, that in general, corporations will be 
unwilling to risk contributing to a decline in the value of its shares by 
reducing dividends to the full extent of the tax. If this presumption is 
correct, the ratio of dividends to corporate disposable income will increase 
as an immediate consequence of the tax. Thus: 


“Though the relative importance of retained earnings may be increased, 
the absolute amount of earnings available for distribution and reten- 
tion is decreased by an unshifted tax. Unless the entire amount is 
taken out of dividends, which is unlikely, the amount of retained 
earnings will also be decreased’’.®® 


Even though dividends may not be reduced to the full extent of the 
tax increase it seems likely that the prices of shares will fall. If dividends 
are reduced this will contribute to the depressing of share prices. But the 
very reduction in earnings may serve to depress share prices. It would 
seem therefore that the ratio of net earnings to prices of shares will fall, the 
amount of the fall being smaller the more nearly the percentage fall of 


security prices approximates the percentage fall in earnings induced by 
the increase of taxes.®" 


The fall in share prices, to the extent that it occurs is likely to 
establish a preference on the part of the corporations for bond financing 
as against financing through the issue of equities either in the form of 
preferred stock or common stock. We shall revert to this matter below 
and discuss it in some detail. 


The immediate impact of the tax would, then, seem to fall on the 
corporations and their existing shareholders. In particular the margin 
of profits after taxes over sales and earnings after taxes per share of common 
stock both fall. The earnings per share ratio could be restored by a 
sufficient increase in profit margins. Clearly if product prices could be 
raised or, say, wage cost per unit of sales lowered, profit margins would be 
increased. In the world of perfect competition described by some econo- 
mists this particular route to higher profit margins would be ruled out by 
the consideration that the level of a firm’s output at which marginal costs 


66 Dan Throop Smith, Effects of Taxation, Corporate Financial Policy, op. cit., p. 90. 


87 At this point our discussion touches upon the theory of tax capitalization or amortization as 
applied to corporation income taxes. We shall not enter into this technical matter here. Discussion 
if not clarification of it may be found in Richard Goode, The Corporation Income Tax, op. 
cit., pp. 68-71, J. A. Stockfish, “Common Stock Financing and Tax Capitalization”, National Tax 
Journal, Vol. VII, 1954, pp. 182-86, Dan Throop Smith, ‘‘Rejoinder”’, ibid, pp. 186-88, and D. T. 
Smith, Effects of Taxation, Corporate Financial Policy, op. cit., Chapter Til. 
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equal marginal revenues is undisturbed by a tax increase.°8 On the other 
hand, in a less rigidly organized world, where competition is “imperfect”, 
uncertainty is rife, and “full-cost” methods of fixing prices (that is, methods 
whereby prices are fixed as a specified margin over cost) are common, 
a rise in the general corporation tax rate may result in rises in product 
prices rather readily if taxes are viewed as costs by the price setters. 
Similarly the boards that fix rates charged by public utilities might be 
impressed by the argument that Prices of the utilities’ services should be 
Set so as to permit the earning of a specified rate of return on invested 
capital. Accordingly, in this field the rather slower working of administrative 
machinery might lead to a shifting of the tax. It seems hard to conceive 
that the tax would be shifted by deliberate efforts at forcing down wages. 


In periods of general inflation of prices induced by excessive demand 
for goods and services, if product prices rise more rapidly than wage 
rates, profit margins will increase and an increase in corporation taxes 
can be shifted at least for the duration of the inflation.®® 


However, it is entirely possible that over longer periods, profit margins 
might be increased without the necessity of actually pushing prices up 
or wages down. Some of the fruits of the increases in productivity so 
characteristic of modern industrial economies may be captured by corpo- 
rations and used to restore levels of earnings per share to pre-tax levels. 
Productivity increases in and of themselves create a downward pressure on 
prices and an upward pressure on money wages. Resistance to these 
pressures by corporations in the hurly burly of bargaining and pricing 
will, if successful, secure higher profit margins. 


If productivity increases are of the capital-saving variety so that gener- 
ally in the economy there is a downward drift in ratio of capital to output, 
the restoration of pre-tax levels of earnings per share will be facilitated. 
The greater the fall in the capital-output ratio the less is the increase 
in profit margins required to raise earnings per share through a given 
interval.7° 


We have focused our attention in this discussion of the shifting of 
the corporation tax on the figure of earnings per share. It is of course not 
a perfectly satisfactory indicator of the degree of shifting of a corporation 
income tax. That this is so is quickly seen when it is remembered that 
the tax creates a bias in favour of bond financing as opposed to share 
financing. If the tax leads to a progressive reduction in the proportion 


68 That is, if we neglect the effects of the expenditure of the tax proceeds on the demand for 
the firm’s ommdicts, See for example, Duncan Black, The Incidence of Income Taxes, London, 
1939, pp. 14-16. 

69 A variation of this argument, stressing increases in demand, but relying on the tax increase 
producing a significant deterrant to investment in periods of increasing demand, is presented 
by Diran Bodenhorn, “The Shifting of the Corporation Income Tax in a Growing Economy”, 
op. cit. i : 

70 This proposition is stated roughly in the text. In particular, the proposition would not hold if 
aioe were financed by issues of shares at progressively lower prices. On the other hand 
one might expect that if an increase in tax were in the process of shifting, that fact of itself 
would engender increases in share prices. 
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of shares in the capital structure, the increase in leverage will induce a more 
rapid increase in earnings per share. But under these circumstances of 
increased leverage, it will not be true that when, in the process of tax 
shifting, earnings per share attain their pre-tax levels, the marginal rate of 
return on invested capital will have been raised to its pre-tax level. Un- 
doubtedly it is the marginal rate of return on invested capital that is the 
relevant concept. It raises many more empirical problems than the concept 
of earnings per share however, and that is why we conclude the argument 
in terms of the latter. 


The above assertions on the shifting of corporation income taxes 
suggest that the tax may be shifted. The shifting may be more or less rapid 
depending on a variety of circumstances including the rate of inflation in 
the economy and the rate of increase in productivity. The shifting over 
any specified interval of time following a tax increase may be in whole 
or in part. Thus Kaldor writes: 


“... provided sufficiently long periods are taken into account, the 
taxation of business profits does tend to get ‘passed on’, in the form 
of higher profit margins, and thus its true incidence is shifted from 
the shareholders to the general consumer. .... The effect may be 
concealed moreover if, on account of a reduction in the amount of 
capital required per unit of output, a higher rate of return on invest- 
ments can be secured with unchanged margins of profit on 
turnover. = 


Undoubtedly the tax falls immediately on the shareholder. Undoubtedly 
too however, some of it at least is passed on to consumers or workers 
either readily or slowly. While it would be wrong to analyze the effects 
of taxes exclusively in terms of the assumption that they are unshifted, 
there is undoubtedly an interval following changes in tax rates where a 
part of the tax is unshifted. These considerations must guide us in our 
review of taxes as regulators of the flows of funds in the business sector 
of the economy, and we shall refer to them and amplify them in some 
respects in what follows in the next two subsections. 


b. Taxes and business saving and investment 


Business saving is generally regarded as being in one of two forms, 
retained earnings or depreciation allowances. The two are related of 
course at a given level of business receipts, the higher are depreciation 
allowances the lower profits will be both before and after taxes, though 
the after-tax profits will depend on the amount of depreciation which can 
be charged against income for purposes of tax assessment. 


Retained earnings have been referred to above in connection with the 
discussion of the immediate impact of an increase in tax rates. It was 


71 Nicholas Kaldor, An Expenditure Tax, op. cit., p. 169. 
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suggested there that the absolute amount of retained earnings would be 
decreased but that the ratio of retained earnings to dividend payments 
would rise. Retained earnings will, naturally, grow in absolute amount 
as the economy grows, but will they be expected to grow more or less 
rapidly than dividend payments? To the extent that the tax is shifted, 
retained earnings might be expected to resume their pre-tax relation to 
dividends. However, as we shall argue below, an increase in tax rates in 
and of itself creates a permanent advantage of bond financing over financing 
through the issue of stock. Hence, as the economy grows we might antici- 
pate that corporate external financing would, in the face of higher tax rates, 
be concentrated progressively in bond issues. This would tend to prevent 
the fall in the ratio of retentions to dividends and indeed induce an increase 
in the ratio. Of course if dividends per share rise more rapidly than 
profits after taxes this change in the ratio would not develop, but as we 
have suggested earlier, dividends appear to change in lesser proportion 
than income after taxes. It must be noted also that bond financing involves 
its own risks — the risks of having to meet fixed charges out of fluctuating 
incomes — and there are therefore limits to the extent to which corpora- 
tions will finance through bond issues, but these limits to some extent 
operate to restrict dividend pay-outs and enhance retained earnings. 


Over and above these considerations there are others related to the tax 
on individual incomes. As was argued in Chapter 5, dividends paid to 
individuals are received largely by persons in the higher income brackets. 
But the marginal rate of taxation on such persons’ income is higher, and 
typically has been higher than the marginal rate on corporation income.72 
Moreover, there is no capital gains tax as such in Canada, and there is at 
least a presumption, if not conclusive evidence, that shareholders have 
been content to see dividends rise at a lesser rate than earnings in the 
hope of winning their advantage through the sale of shares for a capital 
gain. It is of course necessary for share prices to rise in order for this 
realization of capital gain to be possible and it is often contended that 
share prices are more responsive to dividends than to earnings. However 
that may be, it seems that the relationship between the marginal rates of 
individual tax applying to shareholders and of the corporation tax combined 
with the legal definition of income for tax purposes have contributed to 
a more rapid rise of retained earnings than of dividends. 


In Table 6.24 the ratio of retained profits to profits after taxes in the 
twenties is compared with this ratio in more recent times when tax rates 
on corporations (and individuals) have been very much higher. Figures 
for both Canada and the United States are included. These figures reflect 
the very sharp increases in corporate tax rates over the last three decades. 
In Canada, taxes amounted to some 10 percent or less of profits in the 
late 1920's, in the middle fifties they have been nearly 45 percent. Retained 


12 Even allowing for the 20 percent tax deduction on dividends from Canadian companies 
in a great many cases. 
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profits are a higher proportion of income after taxes on the average now 
than they were in the 1920’s in both Canada and the United States. It 
would seem that on the average over the years covered in the table, taxes 
have been a higher proportion of corporate profits in the United States 
than in Canada and that retained profits have been a higher proportion of 
profits after taxes in Canada than in the United States. It seems entirely 
likely however, that retained profits are a larger proportion of profits 
after taxes of small corporatons than of large corporations and that 
Canadian companies are smaller on the average than United States 
companies. 


Table 6.24 


CORPORATE TAXES AS A PERCENTAGE OF CORPORATE PROFITS AND 
RETAINED PROFITS AS A PERCENTAGE OF CORPORATE PROFITS AFTER TAXES, 
CANADA AND THE UNITED STATES AVERAGES OF SELECTED YEARS 


Canada United States 


Taxes asa | Retained earnings} Taxes asa | Retained earnings 
percentage | asa percentage of | percentage | asa percentage of 
of profits | profits after taxes | of profits | profits after taxes 


i OTTO NS Nese exog elation ie 8.34 50.94 14.7 34.5 
193 8-40 Recewictneieieeeins 26u1 SIO 27.4 30.76 
WGA G48 oe ounces ensl sian 38.9 59.4 38.9 61.8 
Te a) lhe res Shs oes ioe 43.1 48.7 46.3 54.2 
IM SEB YA Catto BO 09 do 48.5 49.0 5326 42.5 
TOSS=96 ce ere ete 44.2 Sane) 50.4 45.5 


a 1926 to 1929, ’ 
b 1939 to 1940, retained earnings not shown in 1938, being negative. 


Sources: Canada: Dominion Bureau of Statistics, National Accounts: Income and Expenditure, 1926-1956. 


United States: 1922-29, Daniel H. Brill, ‘““Financing of Capital por in National Bureau of 
Economic Research, Problems of Capital Formation, Princeton, 1957, p. 

1938-56, Productivity, Prices and Incomes, materials prepared for ‘the oe Economic Committee, 
85th Congress, 1st Session, 1957, Tables 21 and 25, pp. 103 and 108. 


In Canada the first $25 thousand’ of corporate taxable income is 
now taxed at the rate of 20 percent while income above that level is taxed 
at the rate of 47 percent. The individual income tax rates are also pro- 
gressive as we have noted, being lower for low incomes than high incomes 
and indeed lower than corporation tax rates at the lowest levels of taxable 
income. This progressivity of the corporation tax and of the individual 
income tax clearly favours the small business, permitting it, if it chooses, 
to retain a larger proportion of its profits than a larger business. In the 
interests of retaining earnings for the expansion of the business it of course 
becomes desirable to incorporate when the proprietors’ taxable income is 
taxed at a rate exceeding the applicable corporation rate.”* 


73 The upper limit for the application of the low corporation tax rate was raised from $20 thousand 
to $25 thousand in December 1957. 


74 There are provisions in the Income Tax Act—exceedingly complicated provisions—designed to 
prevent individuals from accumulating income in the form of undistributed earnings of 
corporations (usually small private corporations) as a means of avoiding taxes. We shall not 
go into these. They became necessary with the evolution of the tax system as the rates of 
individual income tax rose and as the corporation came to be considered as an entity separate 
from its shareholders. See J. Richards Petrie, The Taxation of Corporate Income in Canada, 
Toronto, 1952, pp. 53-76. 
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An increase in the tax rate has the effect of reducing the expected 
return on capital invested. At least this is the immediate effect; it is 
attenuated to the extent that shifting of the tax can be anticipated. While 
a tax increase may in fact be shifted, it would seem that the circumstances 
would be comparatively rare in which entrepreneurs could anticipate early 
shifting. Consequently, to the extent that a fall in the expected rate of 
return on capital would be decisive in investment decisions an increase 
in tax rates would of themselves discourage the undertaking of some 
investment projects. 


There are however several factors which tend to offset this consideration. 
In the first place, a fall in the expected rate of return on capital may not 
be decisive in investment decisions within the range implied by the tax 
change. There are factors such as the desire of Management to operate a 
larger if not more profitable organization and the related desire to maintain 
existing shares of the markets for products which influence investment 
decisions. We shall not consider these at this point however as they are 
not, strictly speaking, tax regulators. Other features of the tax laws, on 
the other hand, do tend to offset the effect of an increase in tax rates 
on the yield of invested capital. 


The provisions of the tax laws permitting the writing off of losses 
against current income serve in some measure to offset the effects of an in- 
crease in corporation tax rates on the anticipated return on capital. Under 
Canadian tax law a corporation engaged in many activities may pool its 
losses in certain activities with its profits from others so that tax is levied 
only against its net profits. In addition, losses incurred in the five 
years preceding and in the year immediately following the current year 
may be deducted from the taxable income of the current year. To the 
extent that losses can be written off against taxable income, the reduction 
by the tax of the expected rate of return is counterbalanced. 


“To illustrate, a 40 percent corporate income tax will reduce a $150 
return on a $1,000 investment to $90 after tax. But this is not, as it 
may seem, necessarily a reduction in the possible reward for risk 
taking from 15 percent to 9 percent of the amount risked. If the 
full loss can be deducted from taxable income in the event that the 
investment is unsuccessful, the net amount at risk is reduced to $600. 
The $90 return after taxes is still 15 percent of the net amount at 
risk. 


To be sure, this offsetting cannot be full if the rate of tax on incomes 
from which losses have been deducted is less than that on incomes from 
which no losses are deducted. A flat rate of tax on all incomes would 
permit maximum offsetting of this kind. In Canada we have only one 
step in the schedule of marginal tax rates applying to corporation income, 


75 Richard Goode, The Corporation Income Tax, op. cit., p. 121. 
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though there are more in the individual tax rates which are applied to 
incomes of unincorporated business. 


Of course it is also true that no benefit can be had from the loss- 
offsetting regulations if the income of a business is not large enough to 
absorb the losses. (The tax laws do not provide for the actual subsidizing 
of losses!) This feature of the legislation probably means that new and 
small enterprises perhaps benefit less from the loss-offsetting privileges 
than established diversified concerns. On the other hand the smaller 
companies are taxed at far lower rates than the larger companies. 


A change in tax rates also may affect investment by business through 
the changes it induces in the conditions of supply of funds to the firm. We 
have mentioned that the immediate impact of the tax is to reduce the 
retained earnings of the corporation. We have mentioned that a further 
early effect of the tax is likely to be a reduction in the price of shares and 
as this may place the firm in the position of having to countenance a 
dilution of earnings if investment is financed by the issue of common 
shares, the supply price of share capital is raised. Inasmuch as we shall 
discuss in some detail below the effects of the tax on the relative costs of 
obtaining funds through various channels, we shall not here elaborate 
further on the effects of the tax on investment through its effects on the 
costs of finance. 


Depreciation and depletion allowances together with retained profits 
make up gross retained earnings of business. The tax laws relating to 
depreciation and depletion allowances and changes in these laws, affect 
the volume of saving done by business, they affect the distribution of 
business investment expenditures as between classes of assets and as between 
industries. Indeed these laws have signifiant effects upon the allocation 
of resources among industries. 


Under Canadian tax law a taxpayer is permitted to deduct from income 
part of the capital cost of property. Assets of the taxpayer are grouped 
into a comparatively small number of classes and depreciation against 
the assets in each class is charged according to a variant of the diminishing 
balance method. The tax regulations specify the maximum rate at which 
depreciation may be charged against assets in each class.7@ Until 1954 
capital cost deductions were limited to the amount taken on the taxpayer’s 
books of account; in 1954 however this provision of the regulations was 
withdrawn. Accordingly, a corporation, for example, may if it wishes, 
charge depreciation at a lower rate in the accounts prepared for the share- 
holders (and show profits at a higher rate) than that at which it is charged 
in the accounts filed with the income tax authorities. 


No extended analysis is necessary to establish the fact that since 
the tax liability of a business varies inversely with the amount of deprecia- 


76 This plan involving the diminishing balance method of calculation was instituted in 1949. 
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tion it is allowed to Charge, the allowable rates of depreciation are an 
important consideration (especially when income tax rates are high) in 
business decisions concerning investment expenditures. It is also manifest 
that these rates by influencing the investment undertaken also affect the 
saving through depreciation reserves that is subsequently performed by the 
business. Moreover, though here the point is more subtle, a calculation 
of the relative expensiveness of different kinds of capital assets must take 
into account not only the prices of the assets but also the rates of depre- 
ciation that will be allowed for tax purposes. Because of this, the tax 
regulations may influence the kinds of assets that are the object of 
investment expenditure. 


That the tax regulations may have decided effects on business in- 
vestment expenditures and Saving through depreciation allowances was 
illustrated on two different occasions during the post-war years. There was 
first the accelerated depreciation regulation introduced in 1944. Later 
the opposite effect was induced by the deferred depreciation regulation 
introduced in 1951 as part of the programme for controlling the inflation 
sparked by the Korean War. We have referred to both of these changes 


in the regulations earlier in Chapter 4 and will not dwell upon them 
here. 


In Chapter 4 we made particular reference to the discriminatory 
character of the plans for accelerated and deferred depreciation. Another 
example of special depreciation regulations which favour particular busi- 
nesses are the special depreciation Provisions pertaining in certain circum- 
stances to designated classes of assets acquired by businesses engaged on 
defence contracts. These discriminatory features of the tax legislation 
are of a temporary kind, for the most part they may be expected to be used 
intermittently. However there are other rather more permanent features 
of the tax legislation which discriminate as between different industries. 
Examples are the special provisions relating to mining, oil and gas com- 
panies. 


Taxpayers who develop or operate mines are permitted to make certain 
deductions from income of a kind not allowed to other corporations. 
These include expenditures for prospecting, exploration and development, 
pre-production expenditures and depletion allowances. Expenditures for 
prospecting, exploration and development incurred in the search for minerals 
may be written off up to an amount equal to the company’s income for 
the year. Pre-production expenditures of a kind may be written off in any 
subsequent years to a maximum extent of 25 percent of the total. Deple- 
tion allowed is in most cases equal to one-third of the aggregate profits 
(less losses) of the company that can be attributed to the production of 
the principal metal, profits to be calculated however so as to exclude 
deductions for prospecting and pre-production expenditures. In addition 
to these special allowances, a corporation need not include in its income 
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any income derived from the operation of a mine during the three-year 
period immediately following the beginning of commercial production. 


Oil and gas companies, like mining companies, are permitted to deduct 
from income their drilling and exploration expenses. Similarly such compa- 
nies are allowed to deduct depletion allowances from income in an amount 
equal to one-third of the aggregate profits (less losses) attributable to the 
production of oil and gas. For this purpose however profits exclude 
deductions for drilling and exploration expenses and thus the company 
derives no benefit from the depletion allowance until its production 
income exceeds drilling and exploration expenses.” 


These special provisions of the income tax law are expressly designed 
to stimulate the flow of funds into the oil, gas and mining industries. 
They stimulate investment in these industries and the provisions relating 
to depletion permit saving through depletion allowances within these 
industries. Arnold Harberger, in commenting on somewhat similar provi- 
sions in United States law has written: 


“More oil can indeed be obtained by tax concessions which operate 
as a gift from the rest of the economy to the oil explorers ... But 
such a gift is merely a hidden price paid for the extra oil. If the 
rest of the economy wants more oil, it should be willing to pay for 
it by way of a higher market price’’.’® 


Without commenting on the policy implication of this quotation we may 
note its reference to the operation of the tax provisions as regulators of the 
flows of funds as supplements to the price system. 


That these tax provisions are important considerations may be attested 
by the representations made by the oil industry to this Commission on 
the effects of differences in the Canadian and United States concessions, 
especially the fact that Canadian producers unlike American producers 
obtain no benefit from the depletion provisions until production income 
exceeds exploration and drilling expenses.”? 


There are three industries that derive special concessions under the 
income tax legislation. We shall mention only the electric, gas and steam 
utilities. Under legislation introduced in 1952 companies whose main 
business is the distribution to or generation for distribution to, the public 
of electrical energy, gas or steam may deduct from the tax otherwise payable 


77 It will be understood that the above paragraphs on the special concessions to mining, oil and gas 
companies are not full or accurate renditions of the relevant provision of the Income Tax Act 
and Regulations. The interested reader should consult these documents for detail. In particular 
we have not mentioned special concessions to unincorporated tax payers who invest in, or 
expend money in the development of mines, gas and oil wells. Some aspects of the tax 
concessions to mining, oil and gas companies are discussed in J. Grant Glassco, Certain Aspects 
of Taxation Relating to Investment in Canada by Non-Residents, Royal Commission on Canada’s 
Economic Prospects, Ottawa, 1956. 

78 Arnold C. Harberger, ““The Taxation of Mineral Industries’, Federal Tax Policy for Economic 
Growth and Stability, Joint Committee on the Economic Report, 84th Congress, 1st Session, 
1955, Washington, pp. 445-6. 


79 See J. Grant Glassco, Certain Aspects of Taxation Relating to Investment in Canada by Non- 
Residents, op. cit., Chapter 5. 
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an amount sufficient to reduce the liability to 43 percent of taxable income 
(or 45 percent if the old age security tax is included). This may or may 
not be a permanent concession depending upon whether corporation tax 
rates now at 47 percent (on income over $25,000) rise or fall. The 
concession now amounts to rather less than it did when it was adopted. 
In introducing this concession, the Minister of Finance in his budget 
speech repeated an earlier expression of “special concern over the effect 
of our present high corporate tax rate on certain public utility companies 
which are forced by the nature of their business and their franchises to 
raise large amounts of capital to finance expansion of services required 
to be performed for the public, and which because of public control of 
fates are allowed to earn only a modest return on their capital’.8° This 
is a further example of the use of tax regulations to maintain or stimulate 
the flow of funds (and resources) into a particular industry. 


We have already remarked earlier in this chapter that in Canada 
depreciation allowances have become a larger proportion of gross retained 
earnings of corporations in the post-war period (see Table 6.2). In Table 
6.25 we show this development in relation to figures over a longer period 
for the United States. 


Table 6.25 


THE RATIO OF RETAINED PROFITS TO GROSS RETAINED EARNINGS OF 
PRIVATE, NON-FINANCIAL CORPORATIONS, 
CANADA AND THE UNITED STATES, AVERAGES OF SELECTED YEARS 


Canada United States 
LIS ANE Sa tether eme s n.a. 40.0 
Pech ue ets hoe. apy ANKE Ls alee 20.8 
ROAG =A Stare yout Ory. rctaelyet. 54.7 84.7 
BAe eee Naber Ect lie 44 46.9 54.9 
RS eae ermine met teed ite. bab iy 35.9 52.4 
ODD OO He AF0 sigh) Heese Meas 3522 


Sources: Canada: National Transactions Accounts, see Part VI infra. 


United States: 1922-29, Daniel H. Brill, “Financing of Capital Formation” in National Bureau of 
Economic Research, Problems of Capital Formation, Princeton, 19575, ps t58% 


1938 retained earnings, Productivity Prices and Incomes, materials prepared for the Joint Economic 
Committee, 85th Congress, Ist Session, 1957, Table 21, p. 103; depreciation allowances, Raymond 
W. Goldsmith, 4 Study of Saving, Princeton, 1955, Vol. 1, Table 42, p. 957, 

1939 and 1940, Productivity Prices and Incomes, op. cit., Table 28, p. 110. 

1946-1956, Productivity Prices and Incomes, op. cit., Table PL oy, WV 


We have suggested several ways in which the income tax laws influence 
the volume of saving and investment by business. Undoubtedly the list 
of examples we have given is incomplete as the tax laws are marvellously 
complicated and subtle in their impact. The tax laws in some respects 
operate to restrict corporate saving, in other ways they encourage it. These 
laws reduce the expected rate of return on investment in the short run at 


80 House of Commons Debates, Tuesday, April 8, 1952 aD. 1253% 


81 The reader may wish to consult Richard Goode, The Corporation Income Tax, op. cit., which is 
most helpful on this whole matter. 
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least, but other features of the legislation offset this in some degree. 
Certain it is, in the light of the post-war record, that high taxes on corporate 
and individual incomes are not inconsistent with very great expansion of 
both saving and investment by corporations. 


c. The influence of tax iaws on the forms in which business capital 
is raised. 


We have remarked above on some of the effects of taxation on retained 
profits and depreciation reserves. These are the principal internal sources 
of funds for business. It should perhaps be noted that depreciation 
reserves and the surplus accounts showing the accumulation of retained 
profits do not represent liquid funds at the command of the corporation. 
The liquid resources of a business are usually represented by its working 
capital, the excess of current assets over current liabilities. It follows that 
a firm can finance expansion out of accumulated retained profits and 
depreciation reserves only to the extent that it is prepared to reduce its 
working capital. Financing through retained profits and depreciation 
allowances means then, for the most part, the use of all or part of current 
earnings that are over and above current operating costs and tax liabilities 
for the acquisition of assets or the reduction of liabilities. 


In this subsection we shall concentrate on the effects of taxation on 
the preferences for “internal financing’ as compared with “external 
financing” and on the forms in which corporations®? will seek to raise 
funds externally. 


It should first be noted that by the 1955 amendments to the Canadian 
Income Tax Act, a taxpayer is now allowed to deduct from income for 
tax purposes certain of the expenses involved in borrowing money or in 
issuing or selling shares of his capital stock. These expenses do not 
include, however, commissions or bonuses payable to a person to whom 
the securities are issued or sold nor that are in payment of services rendered 
by a salesman, agent or dealer in securities in connection with the issue 
of the securities. Thus by no means all of the expenses of issuing securities 
are deductible. For companies which make private placements of their 
issues virtually all the issuing expenses will be deductible. The deductible 
expenses of companies making public issues including the costs of pros- 
pectuses and legal fees are ordinarily a much higher proportion of the 
capital raised than are the deductible expenses of private placements. If 
one includes non-deductible commissions and fees with the total expenses 
of a public issue then normally the deductible expenses of a public issue 
are a very much smaller proportion of the total expenses of issue than 
is the case with privately placed issues. This legislation might be said 
to add to the advantages of making a private issue rather than a public 


82 Some of the considerations to be adduced apply also to unincorporated business, though the 
variety of instruments through which to elicit external funds is more limited in this case. 
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issue of securities; or conversely, smaller companies whose issues are nor- 


mally private in any case, find their costs of external financing reduced 
somewhat by this legislation. 


Undoubtedly the most important feature of the income tax legislation 
affecting the forms in which funds are raised by corporations in the capital 
markets is the provision which allows corporations to deduct interest on 
debts as an expense though not allowing dividends paid to be so deducted. 
Even the dividends on preferred stock are not deductible. Thus if the 
corporation tax rate is 50 percent for example, the cost of funds raised 
through a bond issue will be one-half of the cost of funds raised through 
an issue of preferred stock if the annual interest is the same percentage 
of the amount raised as the annual dividend.88 


While there are many variations in the precise terms of preferred 
stock it follows from the above that in general a corporation raising money 
through preferred stock assumes all or much of the rigidity implied by the 
commitments as would be assumed with a bond issue without enjoying 
comparable tax advantages. It is true of course that a bond contract implies 
a commitment to redeem at a certain date while a preferred stock entails 
no such commitment. We shall show below that in certain particular cases 
the privilege of redeeming preferred stock may be exercised with advantage 
to the stockholder and that in such cases preferred stock may be regarded 
as an advantageous method of raising funds for the corporation. Special 
cases apart however, the income tax provisions have served to reduce the 
attractiveness of preferred stock as a method of raising funds for corpo- 
rations. This remains true whether the tax is shifted or not. 


The fact that the tax laws permit deduction of interest but not deduction 
of dividends in computing taxable income also favours debt financing as 
compared with equity financing. Perhaps the matter can be put most 
succinctly by remarking that with a 50 percent tax on corporation incomes 
a corporation must earn $2 before taxes in order to pay dividends of $1 
but need only earn $1 before taxes in order to pay interest of $1. 


If an increase in the tax is not shifted, that is if earnings before taxes 
do not rise, and if the price of common shares on the market falls, then 
the financing of an expansion by the corporation will involve a reduction 
of the earnings per common share or, as it is sometimes expressed, a 
dilution of earnings. If, in these circumstances, the financing of the expansion 


83 This statement is correct whether one considers the “gross cost of funds” or the “net cost of 
funds”. Thus if the amount of funds raised is F and the annual charge either as interest or 
dividends is C and GB and GP are respectively the gross costs of borrowed funds and funds 
raised through a preferred stock issue, 

GB = C/F and GP = C/.5F so that GB = .5 GP. 


Similarly, if NB and NP are respectively the net costs of borrowed funds and funds raised 
through a preferred stock issue, 

NB = .5C/F and NP = C/F so that again NB = .5 NP. 
These matters are discussed at some length in Dan Throop Smith, Effects of Taxation, Corporate 
Financial Policy, op. cit., Chapter 1, 
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is done by issuing bonds no dilution results. The dilution is an indicator 
of the extra cost of external equity capital. If an increase in the tax is 
shifted, that is, if earnings before taxes rise in the same proportion as the 
tax rate and if share prices return to their pre-tax values then an expansion 
through the issue of shares does not involve a dilution of earnings, but on 
the other hand, in the same circumstances, if the expansion is financed 
through bonds, the leverage effect of the increase in the debt to equity 
ratio accompanying the increase in earnings will result in higher earnings 
per share than would have pertained if the financing had been done through 
the issue of equities. Thus, the increase of the tax creates a bias against 
share financing in favour of bond financing, whether the tax is shifted or 
not. Insofar as there are limits (different for firms in different industries) 
to the extent to which firms and investors are prepared to contemplate 
increases in the debt-equity or leverage ratio, the increase in the tax tends 
to favour retained earnings as a method of financing expansions. 


These relationships are complicated; it may be helpful therefore to 
illustrate them with the aid of a simple diagram and a particular example.** 
We shall deliberately simplify the example and we do not wish to be 
interpreted as arguing that matters work out so precisely and extremely 
as they will be assumed to do in the example. We use the example for 
expository purposes in the belief that it illustrates the principles involved. 


Consider a corporation which has no bonds or preferred stock in its 
capital structure and against which no income taxes are imposed. Suppose 
that this corporation has common shares outstanding equal to OS» (see 
Chart 6.2 on p. 299) and that its gross earnings (profits) are OYo so that 
earnings per share are €9 = EpSo/OSo. 


Now suppose that the firm is contemplating expansion, and that it 
intends to acquire earning assets with the proceeds of a doubling of the 
stock issue on the basis of current market prices for the stock. Let us also 
suppose that the gross earnings of the company are expected to double 
(to OY,) as a consequence of the expansion. The expectation therefore 
is that earnings per share would remain eo = BS,/OS, = E)So/OSo. 


As an alternative to financing the expansion through the issue of stock, 
suppose that the same amount of money as could be raised by doubling 
the stock issue at present prices could be raised by an issue of bonds, that 
would involve annual interest costs (to keep the diagram relatively simple) 
of YoYi. By assumption then, the expansion through the bond issue would 
result in precisely the same earnings per share, eo, as if the expansion were 
financed through a stock issue. We shall also consider financing the 


8£ The example is based on one used in the paper by Merton H. Miller and John P. Shelton, 
“Effects of a Shifted Corporation Income Tax on Capital Structure’, National Tax Journal, 
Vol. VIII, 1955, pp. 252-59, though we have used a different diagram and have corrected what 
appears to be an error in their analysis. 
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expansion through a preferred stock issue on which the annual dividends 
amount to YoY,.° 


Now suppose that a corporation income tax of 50 percent is imposed. 
Immediately the pre-expansion net earnings of the business are reduced 


by E,E;, the amount of tax, and the earnings per share become e, = 
E;So/OSo. 


Now if the tax is not shifted (i.e., gross expected earnings after expansion 
are OY,) and if the price of common shares falls by the same proportion 
as expected income after taxes, then in order to raise the same amount of 
money the shares outstanding will have to be trebled rather than doubled. 
Consequently if the expectations are realized, the corporation will, after ex- 
pansion, make gross earnings of OY,, pay taxes of YoY,, and make net 
earnings per share of e, = CS2/OS, = E2S9/OS,. The dilution of earnings 
would amount to one-third, represented in the diagram by E,E./OS,.%¢ 


If however, with the unshifted tax, the expansion were financed by 
bonds, shares outstanding would remain at OS», gross income would be 
OY, out of which bond interest of YoY1 would be paid, and taxes of E,Ei, 
leaving net earnings at e, = E,S9/OSo.87 No dilution of earnings would be 
involved and earnings per share would be greater than under the stock 
financing alternative by 50 percent. 


If the financing is done through preferred stock, then, by assumption, 
dividends of Y,Yo are paid. But these cannot be charged against gross 
earnings in computing tax so that a tax of YoY, (= SOY) would also have to 
be paid and net earnings after dividends and taxes would be zero. Earnings 
per share would be reduced to zero. Financing through a preferred stock 
issue is greatly inferior (even under our assumptions which are unrealisti- 
cally biased in favour of preferred stock) both to financing through the 
issue of common stock and through the issue of bonds. 


Now suppose that the tax is shifted, that is that pre-expansion gross 
earnings and post-expansion expected gross earnings each double. In that 
event pre-expansion earnings after taxes are ES) and per share are aie 
EpSo/OSo. 

85 The reader will recognize that a certain “normalizing” of the example has been done here. In 
practice one would suppose a corporation might be unwilling to finance an expansion by a bond 
issue if the consequent increase in gross earnings would not exceed the interest payments on the 


bonds. Moreover, one would suppose that the dividend yield on preferred stock would normally 
be rather higher than the yield on the bonds of the same corporation. 


EiSo 
86 Expected earnings after tax before expansion were e = — : 
0 
2(E1So) 
after expansion they are eg = CS2/OS, = = 2/3 e4. 
3(OSo) 


87 This assumes that the fall in the price of shares is not accompanied by an increase in the price 
of bonds, that is, that the substitution of corporation bonds for shares in investors’ portfolios 
is sO marginal as not to affect corporation bond prices. This is perhaps an extreme assumption. 
To the extent that bond prices rise, interest costs on the bond issue would be lower, and 
earnings per share would exceed ej. 
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If after shifting, the price of shares is at its pre-tax level then the 
contemplated expansion could be financed by a doubling of the number 
of shares outstanding. Expected gross income would now be OY, (= 20Y;), 
and after paying taxes of Y2Y,, earnings per share would be ey = BS,/OS, 
= EpSo/OSo. 


If, after shifting, the expansion were financed through a bond issue, 
then after deducting from gross earnings of OY» interest of YoY, and 
taxes of one-half of the remainder, net earnings after taxes would be 
E3So leaving earnings per share at e3 = E3S9/OS». The increased leverage 
in the capital structure, the increase in the ratio of debt to equity, coupled 
with the increase in earnings would, even after shifting the tax, leave 
earnings per share 50 percent higher than they would have been had 
the expansion been financed by the issue of shares, which incidentally 
is the same relative advantage of bond financing over share financing as 
pertained in the case in which the tax was not shifted.88 


If after shifting, the expansion were financed through the issue of 
preferred stock then, after deducting taxes of YoY, (one-half of all gross 
earnings) and dividends of Y;Yo on the preferred stock, net earnings on 
the common stock would amount to E)S». Earnings per share of common 
stock would be e€) = ES /OSo, the same as if financing were done through 
the issue of common shares.®® 


Thus, this exercise or example illustrates the proposition that whether 
an increase in corporation taxes is shifted or not, the increase in taxes 
creates a bias in favour of bond or debt financing and against share 
financing in the external financing of corporate expansion. It illustrates 
the further proposition that the shifting of the tax eliminates (or reduces) 
the dilution of earnings consequent upon expansion through the issue of 
common shares and eliminates (or reduces) the superiority of common 
Stock issues over preferred stock issues as a means of financing the 
expansion. 


Let us take a broad view of the record with respect to external versus 
internal financing and bond financing versus stock financing over the last 
three decades. We have to use data for the United States as none of com- 
parable kind are available for Canada. These data are shown in Table 6.26. 
The first trend to be noted is the very much lower ratio of the proceeds 
of new security issues (after allowances for retirements) to gross corporate 
saving since the 1920’s. There have been changes in this ratio over the post- 
war period, it being substantially higher in the second half of the period than 
in the first half but we shall not explore these changes here. It will be 
recalled that within the category of gross retained earnings, depreciation 
88 On this we differ from the paper by Miller and Shelton cited earlier. These authors contend 

that the relative advantage, measured by earnings per share, of bond financing over common 

stock financing is smaller when the tax is shifted than when it is not. See in particular their 

footnote 8, p. 256 
89 It is true that leverage is increased by an increase in the ratio of preferred to common 


stock in the company’s capital structure, but in this example the increase in earnings is not 
sufficient for it to become effective. 
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allowances are now apparently somewhat more important than in the 


1920s and have become increasingly more important relatively to retained 
profits in the post-war years. 


The data on gross proceeds of new issues is not as satisfactory as 
one might wish. It would be desirable to show information on retirements 
of securities of each class as well. The gross proceeds from bond issues 
have been much larger than the gross proceeds from stock issues in the 
period covered by the data, but in the post-war years the ratio of bond 
proceeds to stock proceeds in these ross terms has been very much higher 
than in the 1920’s. As among stocks, we note that while in the 1920's gross 
Proceeds from the issue of preferred stocks was of the order of 38 per- 
cent of the gross proceeds from all stock issues, in the post-war period this 
ratio was of the order of 36 percent, and while just after the end of the 
war it was of the order of 50 percent, it fell steadily throughout the period 
and averaged about 30 percent for the years 1955 to 1956. 


Earnings per share on industrial and public utility common stocks 
are very much higher than they were in 1938 and earnings per share on 
industrial stocks in 1955 to 1956 were very much higher than they had 
been in 1929 though the same could not be said with respect to utility 
stocks. 


All of this is, in a general way, consistent with what we might expect 
from our discussion of the effects of taxes on the capital structure of 
corporations. But from the information in Table 6.26 it is quite apparent 
that taxes are not the only factors affecting saving and the capital structure 
of corporations. Thus for example, a comparison of bond yields with 
earnings/price ratios of common stocks reveals that bond financing has 
become much cheaper relatively to common stock financing since the 1920’s. 
This is for many reasons. It is partly because of the monetary policy that 
has been followed, it is partly because of the amassing of savings in insti- 
tutions which prefer to invest in bonds much more heavily than in stocks. 
We must move on now”? to discuss some cf these other regulators of the 
flows of funds. We shall take up prices and yields next. 


90 We have not exhausted the list of tax effects on the capital structure of businesses. The more 
technical features of the legislation sometimes have very considerable effects. We may in this 
connection mention the provision whereby in transactions in which a business sells property to 
an investor and leases it back, the transaction is regarded as an instalment purchase by the 
business if the contract includes an option to repurchase. In the case of an option to repurchase, 
the business cannot charge rent as a business expense, but can charge depreciation on the 
building. This very much reduces the attractiveness of such transactions to the business where 
the option to repurchase is regarded as important. (See J. A. Rhind, “Leasebacks may aid 
your firm but take a careful look first” in The Financial Post, August 18, 1956, pp. 34 and 35.) 
Mention might also be made of the provisions whereby the granting of stock rights to all 
shareholders of a corporation is not deemed to be a grant of a taxable benefit, whereas the 
granting of such rights to a select class of shareholders is considered as a grant of a taxable 
benefit. Finally we may mention the provision whereby a company may elect to pay an extra 
tax of 15 percent on retained earnings up to an amount equivalent to the earnings it has 
distributed and so establish a fund of “tax-paid undistributed income”. Tax-paid undistributed 
income may be made available to shareholders in one of several ways without imposing 
additional tax burden on the shareholders. The undistributed income cannot be distributed to 
shareholders in the form of a tax-free cash dividend however. The most common method of 
distributing tax-paid undistributed income is by means of a stock dividend usually in preferred 
stock, to the shareholders, which may subsequently be redeemed without additional penalty. 
This legislation may have the effect of encouraging the use of preferred shares by small 
companies; one of its main objects however is to provide a means of avoiding the consequence 
of an intolerable build-up of tax liability on the part of shareholders in small corporations 
whose shares do not have a ready market. 
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2. Prices 


In Chapter 2 we announced our intention to try to appraise the 
working of the price system in the capital market. Further to this end, we 
shall, in this subsection, discuss the Sensitivity of decision-makers in business 
to changes in relative prices of goods and of securities. However, we shall 
have to exercise severe restraint and confine our attention to a few aspects 
of the larger questions, otherwise all phases of the behavior of business 
firms will crowd in upon our pages and we shall never get beyond the 
present chapter. In particular we shall restrict our discussion to selected 
aspects of a) the relation of business Saving and investment to the price 
system and b) the influence of security prices on the choice between debt 
and equity financing. 


a. The relation of business Saving and its use to the price system 


In this section we shall concentrate on the affairs of private non-financial 
corporations. In the post-war years 1946 to 1956 saving by this segment 
of business in Canada was over three and one-half times larger than 
its net demands on other sectors for funds. This saving, which includes 
depreciation allowances and retained profits for the most part, has pro- 
vided a very large portion of the funds required for the expansion of 
business. In a very real sense these funds have been raised in the markets 
for goods and services and not directly in the capital markets. Does this 
mean that the control of the price system over the allocation of funds and 
of resources has been less effective than it might have been if non-financial 
corporations had been forced to raise a significantly larger proportion of 
their needed funds directly in the capital markets? This is the main question 
to which we shall address ourselves in this section. 


Let us begin by asking a very fundamental question: Why do corpo- 
rations establish depreciation reserves? Why for example when a corpo- 
ration wishes to spend on new capital equipment does it not borrow for 
the purpose and then establish a sinking fund against the bonds? The bonds 
can be dated to mature at the end of the expected life of the assets. In 
this way the corporation will be free to borrow again to replace the assets. 
Now this is not a nonsensical financing scheme; it could and does have 
some application even in the field of corporation finance. It is used also 
for example in municipal finance, though more often than not the life of 
the municipal bonds is considerably less than the expected life of the assets 
they were issued to finance. There are however very strong reasons why 
this is not the universal method of financing the acquisition of real assets 
by corporations. To take up these reasons in increasing order of importance 
mention may be made first of the fact that such a method of finance would 
reduce the flexibility of the corporation in many ways. For example, the 
corporation following this method of finance would be inclined to acquire 
new assets only as its outstanding bonds matured, inasmuch as the market 


267 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


views with disfavour too frequent applications for funds from the same 
corporation. The growth in the corporation’s assets would tend to be jerky 
and many promising opportunities for particular corporations might have 
to be missed. 


It will be noted that this method of finance, if applied universally, 
provides for no expansion of the equity in the corporation. To put this 
matter another way, under this method of finance, bondholders would be 
required to assume all the risks involved in expanding the assets of a 
corporation. We may be sure that potential bondholders would extort a 
handsome reward for this service! Indeed, financing by this method 
would prove far too costly (except in special situations) and consequently, 
acquisition of new assets would have to be financed partly by equity, in 
the form perhaps, but not necessarily, of additional shares. Rather rigid 
leverage ratios are imposed on corporations by the conventions of investors 
and of corporation executives. These ratios — ratios of debt to equity — 
vary from one type of company to another, but they represent distillations 
of the feelings on both sides of the capital market as to the risks involved 
in various enterprises and the way in which they should be shared as 
between bondholders and shareholders. 


Now, granted that expansion will be financed partly out of equity funds 
and partly from borrowed money, what would be the situation if no depre- 
ciation were charged, and all earnings were distributed? Quite clearly the 
new equity in the business would be dissipated by the time the assets had 
passed their useful life — even if the firm had been enormously profitable. 
But only in special circumstances are corporations or businesses of any kind 
formed for the purpose of acquiring specific assets, exploiting them, and 
then passing out of existence. The partnership and proprietorship have been 
found to be ineffective for many purposes because their lives were limited 
by the lifetime of their important assets —- people. The corporation whose 
lifetime was arbitrarily limited by the lifetime of some of its assets would 
also be found ineffective. Indeed, if the lives of corporations had been thus 
arbitrarily limited, it would not have been possible for capital to have been 
amassed to effect the great gains in productivity that have been effected with 
the corporate form of enterprise operating in and through the price system. 


It is the promise of indefinite life of a profitable corporation that makes 
it so eminently attractive a form of enterprise for many undertakings and 
for many investors. Depreciation allowances are a means of reserving 
earnings for the preservation of the assets in the interests of guaranteeing, 
so far as possible, the opportunity to make future earnings for present and 
future stockholders.°! 


91 As presented in the text, the argument is applied to corporate enterprises. It is perfectly true of 
course that non-corporate enterprises establish depreciation reserves. The purpose is the same 
however, that of perpetuating the life of the enterprise beyond the life of the assets being 
depreciated. An established business can be sold whether it is a corporate form of enterprise or 
not, and not all unincorporated businesses have limited time horizons. The practice of charging 
depreciation, in one form or another is essentially a practice of going concerns with time horizons 
extending beyond the expected life of present real assets. 
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The distinction between retained profits and depreciation allowances 
is in many respects blurred. The formal distinctions have very practical 
importance, they affect taxes and they affect a company’s position in wage 
bargaining for example. But here we are interested in functional distinctions 
not formal distinctions, and that is the reason why, in the above, we made 
no reference to the controversial matter of whether depreciation “should” 
be calculated on a replacement cost or original cost basis, on a straight line 
or diminishing balance basis and so forth. If formal distinctions were not 
important these questions of calculating formulae would not be so important 
because the main issue would be the degree of conservatism to display in 
providing cushions within the business against uncertainties of the future, 
and whether these cushions were called depreciation reserves, or reserves 
for contingencies, or surplus would not matter much. 


Retained profits are, among other things, a cushion against some of 
the uncertainties of the business.°2 Let us elaborate on this theme briefly. 
In the first place, they provide an addition to depreciation allowances for- 
mally so called, which, having been calculated according to some formulae 
imposed by tax law or other conventions may not be deemed adequate to 
ensure capital recovery in real terms in the face of rising asset prices for 
example. Secondly, retained profits are a cushion giving added flexibility 
to the firm. They permit more ready exploitation of unexpected opportu- 
nities without the delays and uncertainties attendant upon issuing new 
securities and indeed issuing them at a time when new securities may be 
especially costly to float. They permit consolidation of appeals to the 
market and, to some extent a choice of favourable times for making appeals. 
By and large, firms are expected to come to the market only periodically, 
too frequent appeals to the market spoil the market for its issues. Finally, 
we refer to the fact that among the uncertainties of business are the uncer- 
tainties of competition, and retained profits may be used in many ways to 
reduce these uncertainties. Thus they may be used to acquire the assets 
of competitors, to destroy competitors, to promote integration, vertical or 
horizontal and so forth. (It needs to be added that funds acquired extern- 
ally through capital market issues may also be used for this purpose.) 


Retained profits are used for other purposes than cushioning against 
uncertainty. We cannot undertake here to list them all. We would note 
in particular however, that retained profits may improve the market for 
a company’s securities. This is especially true with respect to bonds; notes 
and preferred stock for retained profits provide additional “coverage” for 
the lender. With respect to common stock issues this assertion is less 
generally defensible. If through a policy of retaining profits and of restrain- 
ing dividend increases the price of a company’s shares does not rise pari 
passu with the prices of real assets, there exists the likelihood that unless the 
Prospective earnings from expansion based on a share issue exceed the 


92 Some uncertainties can be met only by having liquid resources on hand. Recalling the remarks 
made at the beginning of section C.1.c. above, we note that retained profit must be invested in 
liquid assets working capital to meet these uncertainties. 
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rate of earnings on existing assets, dilution of earnings or falling earnings 
per share will result. This will not eventuate however if dividend policy 
and other considerations have been such as to keep the prices of company 
shares moving roughly in accord with the prices of assets. We have already 
noted earlier that owing to tax considerations many shareholders prefer 


their companies to exercise restraint in channelling current earnings into 
dividends. 


Retained profits are like depreciation allowances in that both relate to 
past commitments of the firm and provide flexibility and resources for 
dealing with future contingencies. Depreciation allowances are related to 
past capital investment. Retained profits, in general, arise as the fruits of 
past decisions. More specifically they are larger or smaller depending upon 
the pay-out ratio to which the firm has earlier committed itself,9? as well 
as many other traditions of its practice, such as allowing credit sales, its 
inventory practices and so forth. 


Retained profits have certain advantages to the firm, and on any 
calculation of costs of funds to the firm these must be taken into account. 
One would suppose that ordinarily costs of funds in the form of retained 
profits must be lower than costs of external funds. There are differentials 
among the costs of external funds too. Of course, when there are diffe- 
rentials among the costs of funds we cannot say we have prima facie 
evidence of misallocation of resources if financing is done through the 
cheapest channels! But this brings us to our main question. 


Does the circumvention of the capital market involved in financing 
business expenditures through retained profits and depreciation allowances 
lead to a presumption of misallocation of resources? Let us be clear as to 
the import of the question. We are interested in allocating resources in 
a way which will secure their greatest productivity. If there are no changes 
in productivity taking place in any firm or industry then the only possi- 
bilities of increasing the national product lie in winning the marginal gains 
to be had from shifting resources among firms or industries until just the 
ideal distribution is achieved. On the other hand if, as is the typical case 
in a growing economy, productivity increases are taking place in firms and 
industries then an important consideration is to avoid choking off resources 
from the producers bent on introducing new methods, new techniques of 
organization and other productivity-increasing devices. For these product- 
ivity gains may be much larger than those to be squeezed out in marginal 
adjustments in the allocation of resources. 


One is inclined to think of the problem in terms of alternative allo- 
cations of given sums (business saving) to the financing of business enter- 


93 One of the conventions of corporate practice is a convention against frequent and wide changes 
in the dividend pay-out ratio. See for example, John Lintner, “Distribution of Incomes of 
Corporations among Dividends, Retained Earnings and Taxes’, American Economic Review, 
Papers and Proceedings, Vol. XLVI, May 1956, pp. 97-113, and Paul G. Darling, ‘‘The Influence 
of Expectations and Liquidity on Dividend Policy”, Journal of Political Economy, Vol. LXV, 
1957, pp. 209-24. 
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prise. But it may be contended that if some part of business income were 
paid out as dividends rather than saved within the business, a portion of 
these dividends would not flow back into the capital market, directly to 
finance some project there. Certainly it is true that some proportion of 
earnings paid out as dividends will flow to the government through income 
tax and this proportion may well be very large inasmuch as a high percent- 
age of corporation common stock is held by individuals and indeed by 
individuals with incomes Subject to the highest rates of tax. While some 
of the remainder may flow to the goods market or to government securities, 
it seems likely that the bulk of it will be reinvested in business enterprise 
given the information we have about the holders of common stocks. Perhaps 
a more fruitful way of discussing the problem is to consider probable 
differences in the degrees to which particular firms will obtain the funds 
they seek, under the alternatives of financing in the goods market and in 
the capital market, noting without further comment the fact that dividend 
Payments may be siphoned partly to the government. 


In considering the question, with the interpretations we have suggested, 
we shall have to think of the working of the price system at large, and 
not merely in the capital market. It is unfortunate that the theoretical 
argument defending the price system as an efficient regulatory mechanism 
becomes least satisfying when it treats of the regulation of investment deci- 
sions. Investment decisions characteristically involve large, indivisible 
blocks of real assets and always they require the assessment of distant and 
uncertain prospects. Indivisibilities and uncertainty comprise two of the 
principal conditions over which the theoretical justification of the price 
system falters.°* Be this as it may, our present limited understanding of 
these matters would lead us to presume that resources are not being grossly 
misallocated if the test of profitability is applied in the economy so that 
firms which can show profits obtain sanction for survival and the right 
to renewed claims on resources.% 


The question at issue is: does the use of business saving by the savers 
themselves necessarily increase the possibility of misallocation of resources? 
We have considered its import, let us now develop our answer to it. As 
was forecast in Chapter 2 our answer is in the negative. 


With respect to new or small enterprises the answer to the question 
seems clear and uncontroversial; let us therefore consider this aspect of 
the matter first. Without relying on their own saving very few new or 
small enterprises could grow. Yet, these enterprises are often an important 
source of new ideas and methods and their promotion is in many cases 
very much worth encouraging in the interests of achieving increases in 
productivity for the economy. To discourage retention of earnings by 


94 We must not allow ourselves to travel up this fascinating road here. Readers may wish to 
consult for example: T. C. Koopmans, Three Essays on The State of Economic Science, (New 
York), 1957, especially parts of essays I and II and J. de V. Graaff, Theoretical Welfare 
Economies, (Cambridge, Eng.) 1957, especially Chapter VI, VII and VIII. 

95 We shall refer to the matter of monopoly below. 
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these firms would surely be to produce a misallocation of resources. More- 
over, these firms cannot save if they do not make profits and therefore the 
fact that they are able to save is evidence that they are meeting the only 
rough test we are able to apply as to whether they should survive and 
maintain their claim on resources.%® 


Perhaps the most frequent argument against the practice of firms 
financing their activity from their own saving is that projects receive less 
careful and more limited scrutiny when they are examined only by a firm’s 
own Officers than when they are examined by potential buyers of their 
securities. No one would wish to argue that there may not have been 
cases in which this argument was substantially correct. But is it likely 
to be true generally? 


In very large enterprises engaged in multifarious activities either within 
one corporate organization or a hierarchy of companies, projects, especially 
the larger projects, can and will be compared with other projects being 
contemplated within the same organization. Even somewhat smaller orga- 
nizations may contemplate expanding their activities in one of several 
possible directions and thus projects are compared with others. In addition 
officers of companies contemplating projects at all akin to undertakings 
being made by other organizations will almost certainly find out what 
anyone can about the profitability of these other undertakings. It is easy 
to exaggerate the narrowness of intra-organization appraisal of contemplated 
expenditures. 


However, it may be argued that intra-organization appraisal of con- 
templated expenditures would be made whether internal funds or external 
funds were to be employed and that appraisal by potential security buyers 
is an additional appraisal. It cannot be denied that, if a company appeals 
to the market for funds, the purposes of the contemplated expenditure are 
examined by more persons than would otherwise be the case. One can 
emphasize, however, how very limited is the group of investors and company 
officials in the capital market (especially but not exclusively in Canada) 
and how large is the extent to which their points of view are likely to 
be similar. We must not enter into this sociological aspect of the matter 
very far here, but we do draw attention to the fact that there is a rather close 
network of interlocking directorates in the business and financial world. 
Officers of one company are frequently directors of several others. Insur- 
ance companies, banks and security houses are represented on the boards 
of directors of many companies, (especially those likely to make large 
appeals to the capital market) and conversely. Moreover, as we saw in 


96 It may be argued that such firms have to rely on saving rather than external funds because the 
capital market makes it so very expensive for them to borrow or issue shares. This expensiveness 
may arise from the preferences of investors for less risky investments and it may arise from the 
high costs of public issues of securities in small amounts. Such an argument must be recognized 
however as exposing a (perhaps unfortunate) bias of the capital market, rather than an argument 
against retained earnings. 
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Chapter 5, the number of non-institutional holders of corporate securities, 
bonds or shares is exceedingly small. 


Finally, it may be noted that it is not the practice for companies making 
public issues to shop around seeking outside appraisals of their projects 
from a variety of underwriters (in the hope of obtaining the best under- 
writing deal). Rather, it is customary for companies which issue securities 
from time to time to maintain rather close connections with particular 
underwriting houses. Such a company will continue to bring its issues to 
the same underwriting firm and that firm only. Though such connections 
are broken from time to time they are likely to be broken only after 
considerable provocation. These attachments are obviously valuable to the 
underwriter and he will be loathe to offend a good client. 


It may also be argued that internal appraisal of contemplated 
expenditures may be less thorough than outside appraisal. This too, may well 
be true in some cases. It is conceivable that management will “play its 
hunches” more readily if it can finance the project under consideration 
out of saving rather than by having to “go to the market”. On the other 
hand this may often mean that risky but nevertheless productive ventures 
are more likely to be sanctioned if financed through retained earnings. 
With all due respect to the technical work done on investment projects 
by underwriting houses, and some of this work is astonishingly thorough, 
it would seem to stand to reason that in general the technical merits 
of projects must be best understood by the companies planning to carry 
them out. Individual underwriting houses cannot be expected to have 
expertise in all the devious branches of industry and trade represented 
by the securities offered to them. In a great many instances the under- 
writing group must base its judgment on other than technical merits of 
the project. Presumably, foremost among these other considerations will 
be the past record of the group that is applying for funds as entrepreneurs. 
The past earnings record, past successes in introducing new methods and 
practices — these must weigh very heavily in the decisions of the under- 
writing houses as to whether to accept an issue or not. As we said in 
Chapter 2, the choice of the underwriter may perhaps be best epitomized 
as a choice among men rather than a choice among projects. It is well 
known that in working out an underwriting deal it is usual to accept the 
issue in principle first and for the price to be worked out later. This 
does not mean that deals do not break down at the price setting stage; it 
does suggest though that judgment of the underwriter is first and foremost 
a judgment of the entrepreneurial group and secondly of the project. It 
should perhaps also be remembered that the range of projects coming to 
the attention of any particular underwriter at any moment may not be 
a wide one and indeed if he compares any particular applicant’s project 
only with those others also under his surveillance at the time, the project 
may be subjected to a quite limited set of comparisons. 
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To summarize the argument to this point, we have contended that 
given present practices in the capital market some firms — new and small 
firms — have very limited alternatives to the financing of their expansion 
with retained earnings and that if these firms do not meet the test of 
profitability they cannot so expand. Since they meet the test of profitability 
it cannot be assumed that resources allocated to them are misallocated. 
We have further argued against the proposition that projects presented 
to the capital market for approval necessarily in practice get a test better 
calculated to prevent misallocation of resources than the test given by 
firms which decide to finance internally. 


The decisive argument however in defence of firms financing their 
expansion with their own saving against the charge of possible misallocation 
of resources is, however, that the ultimate test of investment decisions is 
whether the funds invested have been used profitably. This test must be 
passed by all firms whether they secure their funds from their own opera- 
tions OR in the capital market. It is indeed an expost test but it is the 
only final and conclusive one there is. But the test is continuously applied. 
Firms cannot long fail to meet it and survive. Unprofitable companies 
will not find it easy to raise funds in the capital market, unprofitable 
companies will not long be able to finance expansion from depreciation 
allowances. In short, profits are necessary to the obtaining of funds for 
expansion whether directly or indirectly; they are the reward for success and 
the licence to try again. In a growing, advancing economy in which some 
firms are leading and some lagging, the ultimate equilibrium of “normal” 
profits for all survivors is never attained. We have only a rough test as to 
whether resources have been allocated in the proper channels and that 
is the test whether firms can use their resources profitably. This test must 
be passed by all firms if they are to survive, irrespective of whether they 
draw their funds from their own saving or the saving of others. 


There is one qualification which must be made to this argument. It is 
granted that the exercise of monopoly power may in a sense lead to the 
misallocation of resources. It must be conceded that self-finance of 
business may contribute to misallocation to the extent that individual 
monopolies are financed from their own saving. But this qualification 
needs itself to be qualified in two respects. In the first place, monopolies 
need not be and are not always financed from their own saving. Monopolies 
may also make successful appeals to the capital market. Secondly, 
monopolies may not in every relevant sense lead to the misallocation of 
resources. Indeed, the establishment of some guarantee of markets may 
be the means of sufficiently reducing the risk involved in bringing forth 
innovation to make the attempt worth while. This however, is a familiar 
argument in explanation of monopoly and we need not pursue it here. 


So far we have argued as though firms either secured all their funds 
for expansion from their own operations or all of their funds for expansion 
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from external sources. In fact, of course, either of these extremes is rare. 
More typically, firms finance both from their own saving and from external 
sources, coming to the market for at least those marginal amounts of funds 
without which their major projects could not be undertaken at all. Having 
some saving as a cushion they are able to appeal to the market with 
a form of security and at a time more suited to their interests than might 
otherwise be the case. This leads us to the discussion of the influence of 
prices on new security issues by corporations. 


b. The influence of security prices on the choice between debt and equity 
financing 


In Chapter 2 we suggested that except when expectations are de- 
stabilizing factors in the market, the price system may be presumed to 
operate more effectively when borrowers are sentitive to changes in the 
relative costs of raising funds and suppliers are sensitive to changes in the 
relative yields of assets. In this subsection we wish to offer a few observa- 
tions on the sensitivity of corporations to changes in the relative costs 
of raising funds. 


The very phrase “costs of raising funds” involves technical problems. 
It would not be difficult to agree on a definition of the costs of debt 
financing, for the purposes of discussion, but there is much more room 
for debate on the question of a satisfactory concept of the costs of equity 
financing, particularly through the issue of common shares. When debt 
financing is accomplished through the issue of regular notes, mortgages, 
bonds or debentures, it would, in most cases be acceptable to think of the 
costs of financing as the issuing costs plus the annual interest charges. 
Both of these may be expressed as a percentage of the funds taken in by the 
corporation. A general indicator of the changes in the costs of debt 
financing may be taken as the yields on corporate debt issues. An inverted 
indicator of changes in the costs of bond financing is provided by an index 
of corporate bond prices. 


No one concept of the cost of common stock financing is necessarily 
the most useful for all purposes.97 In the present context in which we 
wish to compare the costs of bond financing with the costs of stock 
financing it seems helpful to think of the cost of common stock financing 
as that increment in earnings required to maintain the rate of earnings per 
share or, as it is sometimes expressed, to prevent dilution of earnings.?® 
The ratio of earnings (after taxes) per share to the price of a share 
indicates this cost of common stock financing in percentage terms and 
we shall refer to this indicator. Unfortunately, the price of shares is not 


97 For a much more detailed discussion of the concept of the cost of common stock financing the 
reader may wish to consult Dan Throop Smith, Effects of Taxation, Corporate Financial Policy, 
op. cit., especially Chapter two. 

98 This is obviously not the most helpful way to express the cost if we think only of new corporations. 
In these cases earnings-price ratios pertaining to corporations already in the industry would 
seem the most sensible indicators of this cost of common stock financing for a new entrant. 
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as good an inverted indicator of the cost of common stock financing 
as the price of bonds is of the cost of bond financing, but we shall have 
to resort to the price of shares as an indicator, in the absence of data on 
earnings-price ratios, in one or two of our references below. 


We must recognize that there is a variety of security issues that partake 
of features of both stock and bond financing. We shall comment briefly on 
the costs of financing through each of the main classes of these “mixed” 
issues. There is first of all preferred stock. There are many types of 
preferred stock issues, but we cannot refer to each explicitly. In general, 
probably the best indicator of the cost of this type of financing is the 
ratio of the contractual dividend to the price per share, though this is 
more acceptable in the case of cumulative non-participating preferred 
stock than in the case say of non-cumulative participating preferred stock 
or convertible preferred stock. Often bonds and common stocks are 
issued together and sold to the public as units. This case presents no 
particular difficulty however as it is possible to think of the bonds and 
common stocks separately for purposes of considering the costs of finance 
this is a joint issue of bonds and stocks though here, the associated issue 
bonds or debentures with warrants attached which entitle the holders to 
purchase common stock in the company at specified times and prices 
in the future, the price usually rising with the passage of time. Again, 
this is a joint issue of bonds and stocks though here, the associated issue 
of stock is delayed and to a degree uncertain. Presumably one must rate 
the cost of the funds secured through the bond or debenture issue above 
the contractual interest on these securities, otherwise the issuing corporation 
would not have to offer the additional advantage of warrants to buyers in 
order to induce them to buy the bonds or debentures. It would take us 
too far afield to discuss the methods of valuing this additional cost. 
Finally, we may mention one other class of securities, convertible debentures 
which offer purchasers the privilege of converting the debentures into 
common stock at future dates and at specified rates. The conversion 
ratio, the number of shares per thousand dollar debenture, is usually set 
to decline over the life of the debenture. If the attaching of warrants to 
bonds and debentures is a device for issuing both bonds and stocks, with 
the amount of the stock issue uncertain, the use of convertible debentures 
is a device for issuing either bonds or stocks, with the ultimate amount 
of the issue of each uncertain. Again the cost of the funds secured through 
the debenture issue must be rated above the contractual interest costs 
to allow for the cost of extending the conversion privilege. 


A satisfactory analysis of the sensitivity of corporations to changes 
in the relative costs of raising funds requires rather detailed data on the 
sources of funds in separate industries that can be matched against indicators 
of the relative costs of securing funds in those industries. If material of 
this kind has been worked up for Canadian industries, it has never been 
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made public. Even the published American data in this field leaves much 
to be desired. Accordingly, we shall have to be content with a somewhat 
cursory and unsatisfactory discussion of the subjects. (This is another 
aspect of our general problem which very much requires a substantial 
amount of basic research.) 


We shall expect, of course, to find that other factors in addition to 
relative costs affect the choices of corporations as to the channels through 
which to seek funds. We have already referred to the influence of taxes, 
we shall refer to certain other influences presently. It is desirable to 
stress once again however, that it is not necessary for the effective working 
of the price system that an increase in the cost of bond financing relative 
to stock financing, for example, drive all corporations to the stock market 
for all their long-term external funds. It is necessary that an increased 
Proportion of the funds be sought in the stock market so that costs of 
financing in that market will reflect the pressure in the bond market. Such 
marginal switches in financing are necessary if the price system is properly 
to effect the allocation of resources in conditions of full employment and 
if certain policies, such as conventional monetary policy, directed toward 
the adjustment of the over-all level of economic activity, are to be effective. 


Even though it would be desirable to consider switches among all the 
major external sources of funds in response to changing cost ratios, we shall 
confine our attention to the sources of longer term funds and consider 
generally the movements in the ratio of bond financing to common stock 
financing in relation to changes in the ratio of indicators of costs of these 
two broad sources of long-term funds. Let us first make one observation 
concerning the secular drift of these two sets of ratios before considering 
their fluctuations over shorter periods. 


In discussing the effects of taxation on corporate financial structure 
we noted that the very considerable rise of corporate income tax rates since 
the nineteen twenties is reflected in a greater preponderance of bond 
financing in the total of corporate financing through stocks and bonds. 
We noted in passing, commenting on data shown in Table 6.26, that the 
decrease in the costs of financing through bonds as compared with the 
costs of financing through common stocks was also consistent with this 
trend toward bond financing. Here we emphasize the change in the relative 
costs of financing. In Table 6.27 figures for the United States are shown 
which illustrate the sharp contrast between the twenties and the recent 
post-war decade in the relative costs of financing through bonds. The 
decline is least in the public utilities field where bond financing is propor- 
tionately heavier than in other industries, but even in this field the drop 
has been very substantial. The evidence seems incontrovertible that the 
rise in the relative importance of bond financing has been associated with 
a decline in its cost relative to the cost of stock financing. (There has also 
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been a decline in its absolute cost; bond yields in the post-war years have 
on the average been substantially below their values in the twenties.) 


Turning now to shorter term changes in the ratio of bond to stock 
financing we first offer a very brief summary of an analysis of changes in 
bond financing over the so-called business cycle, made by W. Braddock 
Hickman.®® His study concerns the United States and concentrates largely 
on data pertaining to the period before World War II. His conclusion 
(qualified in various respects) is: 


“In general, however, when the ratio of stock to bond prices turns 
downward during the contractive stages of the business cycle, corpo- 
rations tend to shift their financing from the stock to the bond 
market; and conversely, when the ratio of stock to bond prices turns 
upward during expansion stages, corporations shift from the bond 
to the stock market”.1°° 


Table 6.27 


RATIO OF BOND FINANCING TO BOND AND STOCK FINANCING 
AND RELATIVE COSTS OF BOND AND STOCK FINANCING, UNITED STATES 


Bond yields divided by 


Ratio of gross proceeds earnings-price ratios 
of bond issues to gross of common stock> 
Years proceeds of bond and 


stock issues@ Industrials | Public utilities | Railroads 


To To Zo To 
1920-295 en) 61 75 69 60 
1946-56. <0. 71 28 42 23 


a 1920-29: “Commercial and Financial Chronicle’’, data as recorded in Board of Governors of Federal 
Reserve System, Banking and Monetary Statistics (Washington, 1943), Table 137, p. 147; 1946-56: Securities 
and Exchange Commission data as reported in Federal Reserve Bulletin, various issues, e.g, July 1953, p. 756 
and October 1957, p. 1164. 


b Productivity Prices and Incomes, materials prepared for the Joint Economic Committee, 85th Congress, Ist 
Session, 1957, Table 47, p. 140. 


Let us amplify this conclusion very briefly. The author takes bond 
prices and stock prices as his indicators of costs of financing (pp. 164- 
65). He notes that bond prices typically show a smaller amplitude of 
cyclical fluctuations than stock prices and turn down in expansion and 
up in contraction before stock prices which typically make their turns 
before business activity generally. The turning points in the ratio of stock 
prices to bond prices appear however to have coincided fairly consistently 
with the turning points in general business activity. Stock offerings in the 
market appear to follow the pattern of stock prices, rising with stock prices 
and falling when stock prices are falling. The extent of financing through 
bonds may be taken to be indicated by the net changes in bonds out- 
standing. This in turn is the difference between offerings of bonds and 


99 The Volume of Corporate Bond Financing Since 1900, National Bureau of Economic Research, 
Princeton, 1953, especially Chapter four. 


100 W. Braddock Hickman, The Volume of Corporate Bond Financing Since 1900, op. cit., p. 134. 
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extinguishments of bonds in his language. Offerings consist partly of 
bonds issued for the purpose of refunding existing issues and partly of 
bonds issued to secure “new money”. Extinguishments consist partly of 
refunded bonds and other repayments make up the remainder. Thus 
the net change in bonds outstanding is independent of refunding operations 
and may be viewed as new money offerings less repayments (apart from 
the retirement of refunded bonds). Bond refunding operations, we may 
observe, do appear to be very sensitive to changes in the corporate bond 
yield, rising as yields fall and falling as yields rise. Repayments of bonds 
tend to rise during expansion phases of the cycle and to fall during 
the contraction phase; repayments are frequently though not always 
made with the proceeds of stock issues. Bond offerings for “new money” 
tend to rise in the contraction and in the early expansion and to fall in the 
latter part of the expansion period. As a consequence of these cyclical 
changes in new money offerings and in repayments, the net change in 
bonds outstanding has more often than not been upwards in contractions 
and downwards in expansions. Thus the record exhibits a tendency for 
corporations increasingly to favour bond financing when the ratio of stock 
prices to bond prices falls and increasingly to favour stock financing when 
this ratio of prices rises. It need hardly be stressed that this pattern has 
not been exhibited in every business cycle since 1900, but the evidence 
does suggest a considerable degree of sensitivity of corporations to changes 
in these relative costs of financing over the course of the business cycle. 


The statistics for Canada are very meagre and most difficult to 
interpret. The only official figures on issues of stock that have been 
attempted for the years 1946-51 are annual figures tucked away (some- 
times in the text and sometimes in a table) of the Bank of Canada’s Annual 
Report. There are figures on bond issues of corporations by quarters from 
1937 to 1955 in the Statistical Summaries and their Supplements of the 
Bank of Canada, but a new series starting in 1952 was introduced in 1957 
without any direct statement as to the difference between this series and 
the previous series. There is no official statistical series of corporate bond 
prices or yields. In Chart 6.3 the Dominion Bureau of Statistics ‘Investors’ 
Index” of industrial common stock prices is plotted along with the McLeod 
Young, Weir index of the yields on 10 industrial bonds. We have looked 
mainly to these two series for an indication of the changes in relative prices 
of bonds and common shares. In Table 6.28, a few of the available 
Statistics on corporate bond and stock issues are displayed. The figures in 
the National Transactions Accounts may be found in Part VI. We shall 
offer very brief comments on conditions in each year, but the story will 
be very incomplete. 


In 1946, the first post-war year, there were massive movements through 
the corporate bond market, though the net change in bonds outstanding was 
virtually zero. It was a rather special year being immediately after 
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the war, but clearly corporations were taking advantage of the lower 
interest rates that had been induced by official policy. Though stock prices 
drifted downward through much of 1946 there was a modest increase 
in stock financing. 


In 1947 prices of Canadian government bonds were fairly steady and 
presumably much the same was true of corporation bonds. Stock prices 
changed very little though they were on the average lower than in 1946. 
There was still a very large volume of bond refinancing but a net expansion 
of outstanding corporation bonds took place. This was somewhat larger 
than the expansion of stock financing (excluding consideration of the fact 
that the taking over of the Montreal Light, Heat and Power Company 
involved a reduction in outstanding stock of $110 million). 


In 1948 there was some fall in bond Prices especially in the first part 
of the year while stock prices on the whole were higher than they had 
been in 1947. The changes were relatively small however. There was some 
falling off in stock financing and also in domestic bond financing’ though 
total bond financing was somewhat higher. The year 1949 brought very 
little change in either bond prices or in stock prices, virtually no change 
in stock financing and a moderate falling off in bond financing. 


On the whole, in the late forties the relative changes in bond prices 
and stock prices were small, and not much impression of sensitivity 
of corporations or lack of it to these prices can be gleaned from the very 
rough estimates that are available. 


In 1950 there was very little change in bond prices over the course 
of the year, though because of a slight rise in late 1949 they were a little 
higher on the average in 1950 than they had been in the previous year. 
Stock prices on the other hand began moving up after the first quarter and 
from the end of March to the end of December, rose over 23 percent. 
Both bond financing and stock financing increased as the second post- 


war inflation gathered momentum with stock financing increasing propor-— 


tionately more. While stock financing advanced nearly 180 percent bond 
financing increased some 106 percent according to the figures in Table 6.28. 


In 1951 stock prices continued to rise while bond prices fell, and 
stock financing continued to rise while bond financing fell, which of 
itself is not evidence against the hypothesis that corporations were 
sensitive to changes in the relative costs of financing. 


In 1952 stock prices drifted downwards irregularly through the year; 
bond prices rose slightly during the first half and then slipped back again 
in the last half. Both stock financing and bond financing rose by about 


101. In Appendix A of the Bank of Canada’s Annual Report for 1949 it is estimated the net new 
eclioec private corporation bonds payable in Canadian dollars fell from $276 million in 1947 
to $213 million in 1948. a | 

102 Jn the Annual Report for the Year 1952 the Bank of Canada states: “Yields on outstanding 
high-grade non-Government of Canada bonds on the whole did not rise appreciably during 1952 
but in the case of new issues there was some further increase in the cost to borrowers. (p. 10.) 
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one-third. It appears that most of the increase in bond financing may 
have been accomplished through foreign issues.°* The bulk of the new 
foreign issues of bonds was accomplished in the first half of 1952 when 
the excess of Canadian bond yields over United States bond yields 
increased.1% 


In 1953 bond yields moved very slightly upwards over the year. The 
difference between Canadian and United States bond yields was reduced 
over the first four months, rising again in the balance of the year. The 
value of the United States dollar in Canada rose as the yield differential 
fell. Stock prices in Canada continued their irregular fall throughout 1953. 
Common stock financing fell off by 17 percent during the year. Bond 
financing was down in total about 4 percent which is not a significant 
change. Bond financing abroad was down just as it was in Canada, though 
the new issues of bonds abroad followed the course of the interest rate 
differentials, (with a lag of roughly one-quarter) decreasing when the 
excess of the Canadian yields decreased and conversely. 


The year 1954 brought an increase of bond prices and of stock prices. 
The bond price change was sharpest in the first half, stock prices climbed 
throughout the year. The excess of Canadian bond yields over American 
declined throughout the year. The general picture of financing in 1954 
shows a decline in net bond financing abroad, an increase in net bond 
financing in Canada and a decline in common stock financing. The decline 
in common stock financing of some 20 percent seems hardly consistent 
with corporate sensitivity to rising stock prices. But we may recall 
that bond yields in Canada did decline considerably and that corporate 
profits were falling in 1954. Moreover, there was a noticeable use of 
convertible debentures in the bond financing programme,’ and as we 
have suggested these debentures represent a future issue of stock the 
precise amount of which is uncertain at the time of the debenture issue. 


In 1955, bond prices fell in Canada, especially in the latter half of 
the year, while stock prices rose, especially in the first half of the year. 
The excess of Canadian over United States’ bond yields declined sharply in 
the first half of the year and rose again in the latter part. Common 
stock financing was up substantially; roughly 70 percent of the increase 
occurred in the first half when stock prices were rising. Over the year 
bond financing in total was down some 30 percent. The decline in 


103 In The Canadian Balance of International Payments in the Post War Years, 1946-1952 
(Dominion Bureau of Statistics. 1953) in Statements 9 and 10, pages 45 and 46, it is shown that 
in transactions with the United States proceeds of new issues of securities of Canadian 
corporations less retirements amounted to $107 million in 1952. 


404 See Chart 4.3 above for the difference between Canadian and American government bond yields. 


105 Required here are comparative figures of convertible bond issues in 1953 and 1954. See Canada 
Year Book 1956, p. 1129 where it is stated that: ‘‘A significant trend in the sale of corporate 
bonds in 1954 pertained to a greater offering of convertible securities as a means of raising 
additional equity capital. Practically all such issues met with a ready reception on the part 
of investors and many of them later sold at substantial premiums, reflecting the strength 
prevailing on the stock markets at the time. An increased emphasis on the convertible feature 
constituted a strong factor which tended to narrow the differential between bond and stock 
yields during 1954”. 
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domestic financing was much less sharp than this; foreign financing, in the 
face of the very much lower differential in bond yields, was down very 
sharply, indeed considering bonds payable in foreign currencies, retirements 
exceeded new issues by a considerable margin. The domestic bond financing 
was concentrated in the first half when bond yields were drifting down- 
wards very slightly. 


The year 1956 was a year of tremendous pressure in the Canadian 
capital market and bond prices fell1°¢ with only slight interruption through- 
out the year. Stock prices rose until the end of August then fell, recovering 
again in December, to finish the year 13 percent higher than at the 
beginning. The excess of Canadian bond yields over American was 
substantially higher than in 1955 and generally rose through much of 
the year. Financing through common stock increased nearly 40 percent. 
Bond financing in total however increased by a little over 160 percent. 
Of total bond financing of some $817 million some $225 million was 
accomplished in foreign markets.1°7 This net foreign financing increased 
throughout the year and over half was accomplished in the last 
quarter when Canadian bond yields were at their highest and the excess 
over American yields was at its highest for the year. A special consideration 
in the corporate bond market in 1956 was the very large placement of 
bonds of uranium mining companies, amounting to some $104 million of 
which $45 million was placed in the United States. Bond financing for 
these mining companies (which also was carried out in lesser degree in 
1954 and 1955) was special in that firm contracts with the government 
permitted debt financing where ordinarily such mining developments 
would have been financed through stock issues. There was rather wide- 
spread use of mixed types of issues in 1956 especially preferred stock 
(net issues of preferred stock increased some 80 percent in 1956) and 
bonds with warrants attached. The uranium issues typically carried warrants 
as did several industrial issues. The use of warrants, while not confined 
to 1956 by any means, tends to increase as bond financing is undertaken 
in the face of rising bond yields. Net issues of bonds payable in Canadian 
dollars were highest in the first quarter and progressively somewhat lower 
in the second and third quarters, though the fourth quarter issues were 
a little higher than second and third quarter issues.1°% 


Undoubtly the dominating feature of the external financing of corpora- 
tions in 1956 was the buoyant optimism characteristic of this period of 
inflation and heavy capital investment. Nevertheless there was not a 


106 And call privileges became rather less favourable to the lender as well. 

107 This figure is somewhat higher than the $210 million shown as bond financing in other currencies 
in Table 6.28. The figure of $225 million includes net foreign issues of bonds payable in 
Canadian currency; it is taken from Sales and Purchases of Security Between Canada. and 
Other Countries, December 1956 and Review of Security Trading During 1956, (Dominion 
Bureau of Statistics, 1957), tables on page 2. MAT OED A : F i. 

108 The quarterly figures for net issues of bonds payable in Canadian dollars were, in millions i 
146 142 and 151. In the first half of 1957 while bond yields paused in their upward march, net 
issues of corporate bonds payable in Canadian dollars increased remarkably, $209 million in 
the first quarter and $244 million in the second quarter. This however ended the dramatic rise. 
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complete lack of sensitivity to relative costs of financing as evidenced 
by the expansion of common and preferred stock financing, the very 
considerable resort to the United States market and the increasing use 
of bonds with warrants attached. 


This review of the changes in bond versus stock financing in the 
light of changes in the domestic relative costs, and the relative costs of 
bond financing in Canada as compared with the United States, necessarily 
is unsatisfactory from the point of view of assessing the sensitivity of 
corporations to changes in these relative costs. The analysis would need 
to be much more detailed before one would be warranted in drawing 
firm conclusions. It is necessary to get down to the details of specific 
issues, the financial position and the character of the business of the issuing 
corporations. The Canadian capital market is still small enough that the 
ageregate figures may be very considerably affected by one or two 
particular issues. In addition to the effects of taxes and prices of goods 
already referred to in some detail, many other considerations apart from 
relative costs affect corporate decisions as to the character of their 
financial operations. Expectations of future developments are important. 
Optimism over the future prospects was undoubtedly a factor influencing 
decisions in 1954 for example, when bond financing was increased and 
many corporations chose to use the convertible debenture. Corporations 
are necessarily sensitive to their debt-equity ratios. Some corporations 
because of the nature of their business are prepared to contemplate much 
larger leverage ratios than others. (We have noted much earlier in this 
chapter the differences in this ratio among corporations of various sizes 
and in different industries.) The practice of financing through retained 
earnings and depreciation allowances also varies among industries. It is 
necessary then in examining the figures to consider which corporations 
are issuing bonds or stocks—whether they are large corporations or smaller 
ones, whether they are public utilities, mining companies or trading 
companies. Moreover, corporations must necessarily be sensitive to the 
importance of timing their approaches to the capital market. Too frequent 
an approach to the market with bond issues will prejudice the market 
against a corporation’s bonds. If the expanding corporation has been 
financing much of its expansion through bond issues it may, in the interests 
of maintaining what it regards as a desirable capital structure, feel obliged 
to obtain its next batch of external funds through a stock issue even if 
costs of stock financing move against it. Thus again it is necessary to 
examine details and to relate current financing patterns to recent patterns, 
for the recent patterns limit present opportunities. 


While we must yet wait for the necessary basic research to be done 
before drawing firm conclusions about the degree of sensitivity of corpora- 
tions to changes in relative costs it is nevertheless possible to state certain 
tentative conclusions on the basis of the broad review given above. It 
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would be difficult to deny that relative costs of financing are one of the 
important factors influencing the form of external financing by corporations. 
There is ample evidence that differences in bond yields between Canada 
and the United States influence decisions as to whether to float corporation 
bonds and debentures domestically or in the American capital market. 
While the changes in relative costs of domestic issues were so slight in 
the late forties one cannot form any impression of the degree of sensitivity 
of corporations to them. In the fifties changes were more marked and in 
1950, 1951, 1953 and 1955 the changes were consistent with the hypothesis 
that relative costs are an important consideration and that an increase 
in the relative cost of a particular form of financing will lead to an increased 
emphasis on that form. In 1954 one might have expected common stock 
financing to have increased rather more, but on the other hand a significant 
portion of the debenture issues were convertible issues. In 1956, though 
bond issues increased rather more than one might expect on the basis of 
the hypothesis, there were some extenuating circumstances to which we 
have alluded. On the whole then there appears to be a considerable degree 
of sensitivity to relative costs of financing, though at times other con- 
siderations may have overriding influence on corporate decisions. 


3. Miscellaneous regulators 


In this subsection we shall refer very briefly to certain regulators 
of the flows of funds in the business sector of the economy other than 
taxes, the prices of goods and the costs of capital funds. In particular we 
shall allude to business conventions and practices, the regulation of the 
issuing and trading of securities and monetary policy. 


a. Business conventions and practices. 


In discussing other regulators of the flows of funds we have, on several 
occasions, referred to the importance of business conventions and practices 
in guiding the decisions of those who seek funds for business purposes. 
Here we wish to do no more than recall the fact that these conventions 
are an important part of the regulatory mechanism. It should perhaps also 
be recalled that security buyers as well as security issuers adhere to certain 
conventions in their decisions. We have already referred to the conven- 
tions of consumer-investors; we shall refer to conventional practices of 
some of the financial institutions in the next chapter. In this chapter we 
have concentrated on the businesses which issue securities. 


In most lines of business there exist fairly definite views as to the ranges 
within which ratios of items in the balance sheet should properly lie. In 
particular there are concepts as to desirable ratios among elements of the 
capital structure such as reserves, short-term debt, long-term debt, pre- 
ferred and common stock. These views or concepts modify the reactions 
of businesses to changes in the relative costs of raising funds. 
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There are also conventional views as to the proportion of current 
income which should be retained in the business. This conventional 
proportion is not the same in all types of business of course, nor necessarily 
the same among all firms in any particular line of business. Moreover the 
view is not held rigidly; the pay-out ratio varies with the fortunes of the 
enterprise. But there are limits to its variation, and accordingly it is an 
important factor influencing the choice between “internal” and “external” 
financing of current operations and expansion. 


Similarly, the decisions as to the allowances to be made for depreciation, 
obsolescence and a variety of other contingencies have a conventional 
aspect to them and thus here again business conventions affect the allocation 
of funds. 


No doubt other conventions could be cited. Perhaps, however, con- 
ventional views as to the capital structure, the “pay-out ratio” and the 
provision for depreciation and contingencies are the most important from 
our point of view. We do not contend that these conventions are necessarily 
irrational in any sense. On the contrary, they represent a distillation into 
loose rules-of-thumb of feelings as to appropriate defences of a business 
against the risks and uncertainties it faces. Nevertheless they provide the 
framework within which the decisions and choices are made. They provide 
limitations to the impact on businesses of changes in the other regulators 
of the flows of funds. 


b. The regulation of the issuing and trading of securities 


There are many aspects of the regulating of the issuing and trading 
of securities that are of no direct concern to us here, and we shall not 
discuss the subject thoroughly. There are two specific aspects of the 
matter that are directly relevant to the channelling of funds however, and 
these we shall discuss briefly. In the first place, a general object of much 
of the regulation of securities transactions is to ensure that investors are 
provided with adequate and accurate information concerning the securities. 
In the second place a specific object is to ensure that funds raised through 
the issue of certain classes of speculative securities are channelled in 
reasonable proportions to promotors on the one hand, and the treasuries 
of companies on the other hand. 


There are several bodies responsible for securities regulation. It is a 
matter which falls within the jurisdiction of provincial governments and 
in several provinces there are special arms of the government, securities 
commissions, charged with administering the relevant acts. In addition to 
provincial authorities regulatory measures are enforced by private author- 
ities, in particular the stock exchanges (of which there are six in Canada), 
the Investment Dealers Association in Canada and the Broker-Dealers 
Association in Ontario. 
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Let us illustrate the two aspects of securities regulation we have 
mentioned above in terms of the rules imposed in the Province of Ontario. 


A feature of the Ontario Securities Act 1% is its control over companies 
issuing securities for public distribution. This control is exercised by 
prohibiting the primary distribution of securities until certain conditions 
have been met. “The more important conditions include the acceptance 
for filing by the (Ontario Securities) Commission of a prospectus con- 
taining a full, true and plain disclosure concerning the securities to be 
distributed; where the securities to be distributed are those of a mining 
company, the receipt by the Commission of a report upon the property 
and its development prepared by a mining engineer, geologist or prospector 
whose qualifications are acceptable to the Commission; . . . the receipt 
by the Commission of acceptable financial statements of the company 
in question.”11° 


There are exemptions from these filing requirements. For example, 
it is not necessary to file prospectuses and financial statements for securities 
issued or guaranteed by governments, for securities in which trust funds 
may lawfully be invested in Ontario, for securities issued by private 
companies and for additional securities being sold by a company to 
present holders of its securities.1!4 


Another important provision exempts securities listed and posted for 
trading on any recognized stock exchange where actually sold through the 
exchange. In the case of such securities control rests with the recognized 
stock exchanges. Thus for example in Ontario, the Toronto Stock 
Exchange excercises control over the primary distribution of a great many 
of the issues of mining and oil development companies. The listing 
requirements of the Exchange include the acceptance for filing by the 
Exchange of detailed information concerning the affairs and intentions 
of the company. 


The Chairman of the Ontario Securities Commission in discussing the 
“full disclosure” provisions of the Ontario legislation has stated: “Full 
disclosure is designed to give the prospective purchaser of securities all the 
material facts in order to enable him to decide on the merits of the issues 
for himself”.11* By thus contributing to the dissemination of information 
in the securities market, the Securities Commission, the Stock Exchange, 
and the other regulatory bodies, affect the flows of funds in a general way 
and contribute substantially to the effective operations of the capital market. 


109. Revised Statutes of Ontario, 1950, Chapter 351 and subsequent amendments. 

110 W. W. Cameron, “Securities Legislation, Administration and Marketing in the Province of 
Ontario, 1956”, Bulletin of the Ontario Securities Commission, November 1956, p. 11. 

Tit Did. eyes, 


112 . E. Lennox, “Securities Administration and Legislation’’, in Proceedings of the Fourth Annual 
Capea of the Institute of Public Administration of Canada 1952, (edited by Philip T. 
Clark) p. 68. 
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In addition to this general regulatory function, the Securities Com- 
mission and the Stock Exchange administer rules designed to ensure a 
reasonable distribution of the flows of funds from new security issues 
between the promoters and the treasury of the enterprise. These rules 
apply to the financing of mining and oil development companies. We refer 
particularly to the provisions requiring shares of companies which are 
granted to vendors of properties and certain others, to be placed in escrow, 
and to the provisions which regulate underwritings and options. The 
escrow arrangements by which vendor shares are released from escrow only 
as shares are sold from the company’s treasury or as successive stages 
in the development of a property are reached, protect the promoter by 
assisting him to float securities from the treasury without having to worry 
about the market being spoiled by an avalanche of vendor shares, and 
in so doing, assist in the securing of funds for the development of the 
enterprise. The underwriting and option regulations specify minimum 
amounts of an underwriting, minimum prices for the underwritten shares, 
minimum spreads between the prices at which shares are optioned, maximum 
numbers of shares to be optioned at each price and maximum time limits 
for the exercise of options. These regulations are designed to ensure that 
the promoter acts in good faith as it were, and endeavors to secure funds 
for the company though not, of course, without reward to himself. The 
regulations laid down by the Securities Commission governing shares 
issued through the unlisted or over-the-counter market differ somewhat 
from those laid down by the Toronto Stock Exchange Commission?!* 
governing the issue of listed securities, but in both cases they are designed 
to accomplish the same end and operate as regulators of the flow of funds 
to mining and oil development companies. 


c. Monetary policy 


In this chapter we merely record the fact that monetary policy and 
associated policies are very significant regulators of the flows of funds to 
business and leave more detailed discussion until Chapter 9. 


D. Summary and Concluding Observations 


In this chapter we have discussed some of the facts concerning the 
finance of business and we have considered the workings of some of the 
regulators of the flows of funds to the business sector. The very diversity 
of business has made for a very long chapter. Even so there are important 
facts of the subject that have been omitted. For example, even though 
government enterprises demand funds in very large amounts —in some 
years their net demands on other sectors have exceeded those of private 
non-financial corporations —we have not attempted to describe the 
financing of their operations. Also, we have not examined the specific 


118 The regulations of the Ontario Securities Commission are set forth in the Bulletin of the 
Commission of June 1955. The regulations of the Toronto Stock Exchange are set out in its 
Circular No. 5 entitled ‘“‘Procedure for handling Notices of Proposed Sales and Options of 
Treasury Shares of Listed Companies received pursuant to By-Law 62”. 
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problems of financing the public utilities which sell their services at rates 
fixed by official administrative tribunals but which nevertheless must appeal 
to investors through the private capital market for the funds to finance 
their expanding operations. Similarly, we have not been able to analyze in 
any detail the relative importance of the principal sources of the external 
funds supplied to non-financial corporations. On this point we are greatly 
hampered by the lack of adequate statistical material. Indeed, at several 
points in the chapter we have had occasion to note the gaps in our informa- 
tion concerning the financing of business. In this final section of the chapter 
we shall review the ground covered very briefly and offer a few general 
observations concerning the financing of business. 


We noted first of all that while the business sector of the economy 
typically is a net demander of funds from other sectors it is at the same 
time one which annually saves a very large volume of funds. The saving 
is comprised in part of retained profits and depreciation or depletion 
allowances; retained profits, though they have increased absolutely in the 
post-war years, have increased much less rapidly than the other forms of 
business saving. 


In reviewing some of the facts of agricultural finance, we referred 
to data for the United States as well as for Canada and drew broad 
comparisons as between the two countries. 


In the United States, it appears that since the nineteen thirties the 
agricultural sector of the economy has been a net supplier of funds to 
the rest of the economy though less so in the post-war years than during 
the war. We cannot be sure that in Canada the agricultural sector has 
been a net supplier of funds, but we can be reasonably confident it has 
not been a net demander of funds in large degree or in as large degree 
as say in the twenties. The capital investment in agriculture in the post-war 
period has probably arrested, for the time being, this growth in the over-all 
“self-sufficiency” of the sector. Farmers nevertheless remain the most 
important suppliers of funds and especially long-term funds, to farmers.1"4 
Apart from individuals, government agencies especially the Veterans’ 
Land Act Administration are the most important suppliers of mortgage 
money to farmers in Canada, the major financial institutions such as the 
life insurance companies having reduced their contributions to the supply 
very drastically since the 1930’s. Banks are particularly important as 
suppliers of intermediate term debt, their contributions being made for 
the most part as guaranteed loans under the Farm Improvement Loans Act 
of 1944. Short-term credit is supplied to farmers from a variety of sources. 


The high risks of investment in agricultural enterprise resulting from 
its dependence on the vicissitudes of the weather, from the fact that such 


114 Of course behind such an assertion lies the convention that farmers’ saving Originates within the 
agricultural sector even though it derives in large measure from profits on the sale of crops to 
other sectors. 
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enterprises are ordinarily established as proprietorships and from the 
rather marked fluctuations in price that arise out of the comparative 
unresponsiveness of demand for and supply of agricultural products to 
changes in their prices have restricted the sources of agricultural credit. 
Private financial institutions expect rather a high rate of return before 
they view investment in agriculture as desirable in relation to alternative 
outlets for their funds.41® Individuals who invest in someone else’s farm 
are often relatives of their debtors or in a position to maintain some 
personal watch over the development of the enterprise in which they have 
invested. It has long been the view that the price system, in the ordinary 
course of its operation, could not yield credit or capital for farm enterprise 
in adequate amounts at rates of return deemed to be satisfactory by farmers 
and by governments. Accordingly, provisions have been made to supplement 
the allocations of funds to agriculture made through the ordinary working 
of the price system by establishing government lending organizations and 
government guarantees on loans by existing institutions. As matters stand 
now in Canada by far the largest proportion of long-term and intermediate- 
term credit supplied to farmers by non-individual suppliers is furnished 
under these government arrangements which were discussed in some detail 
above. The rates of interest charged by these organizations are not wholly 
inflexible, though being fixed by administrative decree, they reflect only 
the major or prolonged pressures in the capital market. It could be 
argued that in the case of the vast majority of loans made through these 
agencies there is an element of subsidy in the rate of interest charged, 
this element of subsidy is much larger in the case of loans at 242 percent 
by the Quebec Farm Bureau than loans at 5 percent by the Canadian 
Farm Loan Board. 


Of course the rate of interest is only one feature of the loan contract. 
The term of the loan is exceedingly important and also serves as a regulator 
of the flows of funds. It tends however to be a very inflexible regulator, 
changing only infrequently. With respect to loans made under the Canadian 
Farm Loans Act, the maximum allowable term was recently extended 
from 25 to 30 years by an amendment to the Act. Many persons conver- 
sant with the long-term credit needs of farmers agree that if the government 
wishes to support agricultural enterprise through its lending agencies 
it should be prepared to extend mortgage loans having a term of 40 years 
or perharps longer.!#6 Such an extension, by reducing the annual servicing 
costs of a given size of loan at a given rate of interest, would in particular 
facilitate the transfer of farm ownership from retiring to young farmers, 
in a period when growing mechanization of the farm increases the total 


115 In addition, many were affected by the moratorium legislation introduced in several provinces 
during the depression and still in effect in Saskatchewan. 


116 See for example the evidence of the late Dr. E. C. Hope before the Standing Committee on 
Banking and Commerce of the House of Commons, Minutes of Proceedings and Evidence, No. 2, 
1956, pp. 81-83 and 88-89. By contrast, the Nova Scotia Royal Commission on Rural Credit 
recommended that government mortgage loans to farmers continue to be made for a maximum 
term of 30 years. This Commission did recommend some increase in terms of loans under the 
Farm Improvements Loans Act, however. See this report p. 73. 
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capital investment required and in a period when the proportion of their 
equity which retiring farmers wish to withdraw apparently is also increasing. 
Farms, being organized largely as individual proprietorships, must change 
hands at least once each generation and with the average size of farm 
increasing and the ratio of fixed capital per farm also increasing with each 
generation many feel that the crucial problem in agricultural finance will 
increasingly become that of providing credit on suitable terms to facilitate 
these transfers of ownership."17 There seems little doubt that this problem 
will have to be resolved by government action, it being unlikely that 
private institutions or practices will evolve in the capital market to meet it. 


In discussing the financing of small business in fields other than 
agriculture, mining and oil, we noted that commercial banks played the 
dominant role in providing credit to these organizations and that individuals 
and retained profits were the principal sources of equity capital. Being 
small, these businesses are precluded from making public issues of securities 
either because of the very high underwriting costs of small public issues 
or because they are not incorporated. (The vast majority of small enter- 
prises are unincorporated.) Moreover, even if a business is incorporated 
and could manage the underwriting costs of a public issue, if it is a new 
enterprise it has no record of earnings to present to the market and it is 
likely that the market for its securities would be very “thin” for a conside- 
rable time. On these accounts the costs of public funds, over and above 
the underwriting costs, would be relatively very high. Accordingly such 
firms have typically to secure their longer term funds by private placements 
of bonds, notes, common or preferred stock and ordinarily they are unable 
to tap the larger institutional sources of long-term funds. 


In 1944 it was felt that there was need for an institution in the Cana- 
dian capital market that would specialize in providing longer term finance 
to small and medium sized business and supplement existing arrange- 
ments for supplying this service. This feeling apparently was not held 
strongly enough in the capital market to tempt private capital into such 
an organization. In any event the Industrial Development Bank was 
established in that year; it has drawn all its “external” capital from the 
Bank of Canada even though its statute allows it to make public issues and 
no one would deny that it has played a very important role. The President 
of the Bank has stated that: “We have been in operation now for ten years 
and we have barely earned interest on our money without paying income 
tax ... If somebody else is going deliberately to set up a similar institution, 
they will have to put a lot of money into it and be content to wait a long 
long time for any profits ... If we should have twice the number of 
loans, then we would only have a 20 to 30 percent increase in our cost, and 
we could see better borrowing results”.148 In the Annual Report of the 


uu7 See W. M. Drummond and W. Mackenzie, Progress and Prospects of Canadian Agriculture, 
Royal Commission on Canada’s Economic Prospects, Ottawa, 1957, p. 358. 

118 Standing Committee on Banking and Commerce, House of Commons, Minutes of Proceedings 
and Evidence, No. 7, 1956, p. 252. 
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Bank for 1957 it is stated that: “Net profits in 1957 were at the rate of 
3.8 percent of the average amount of capital and reserves outstanding 
as compared with 3.9 percent in 1956”. (p. 13.) The writer has not 
discovered any public statement to indicate precisely how the interest rate 
on the debentures sold to the Bank of Canada is arrived at nor what it was 
on any particular occasion, but there seems ample ground for the belief 
that the cost of funds borrowed from the Bank of Canada is somewhat 
below the cost that would have to be paid on funds borrowed in the 
market. The rate of interest normally charged by the Industrial Develop- 
ment Bank at any time is known, and it varies from time to time in 
accordance with conditions in the capital market. 


Responsible opinion is frequently expressed to the effect that the 
existing institutions and practices in the capital market are still not adequate 
to meet the “legitimate needs” of small business. It is difficult to assess 
these views. Sometimes they are veiled requests for subsidies, and while 
there is nothing wrong with requests for subsidies their merits have to be 
judged on different terms than arguments to the effect that rigidities of one 
kind or another in the capital market prevent the free flow of capital into 
particular channels. New and small businesses are inevitably at a disad- 
vantage as compared with established profitable businesses in obtaining 
funds either internally or externally.1!® It is a fact that in general such 
businesses are riskier, and that funds have to be secured by interesting 
and persuading particular investors as to the merits of the proposal. 


Anyone who wishes to argue that there are situations in the field of 
small business with which the existing capital market is ill equipped to 
deal must show first of all why private enterprise has not moved to meet 
the situation and secondly why the Industrial Development Bank is inade- 
quate. Private enterprise is, after all, exceedingly resourceful in searching 
out opportunities for profit. This is evidenced no less in the capital market 
than in other markets of the economy. Within recent years, and since 
the founding of the Industrial Development Bank, private development 
banks or companies have been founded to profit from specific opportuni- 
ties for assisting new or small business. The Industrial Development Bank 
in 1956 secured legislative approval to extend the scope and amount of the 
accommodation it provides to small and medium sized business. There 
seems to be widespread agreement that one of the particular problems 
of small business is the securing of equity capital although it is equally 
widely recognized that the principals in small businesses are typically 
averse to sharing control widely. The Industrial Development Bank does 
not often take an equity position in the businesses it assists,1°° but the Bank 
has authority to hold equities of the concerns it finances. We do not 


119 Though the lower corporation income tax rate on the first $25,000 of taxable income gives 
them a special advantage in terms of the proportion of earnings before taxes that can be available 
for retention in the business. 

120 It was pointed out earlier that only occasionally has the Bank taken an equity position and then 
only to support a relatively large loan. 
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know what proportion of its disbursements is made to new business 
ventures. 


In summary, if small business in Canada is being regularly deprived 
of capital funds simply because of some anomaly of the capital market 
it is not glaringly obvious.!2! Existing private institutions have shown 
adaptability, new institutions have emerged to meet particular needs and 
the public institution has expanded both the amount and range of its 
activity and has still unexploited means of assisting small and medium sized 
enterprises. 


Brief attention was given in this chapter to the financing of nascent 
mining and oil development companies. Here is an example of highly 
speculative enterprise that has succeeded in raising through the public 
issue of equities, substantial blocks of funds, and very elaborate machinery 
such as the stock exchange and specialists such as promoters, brokers, 
dealers and the like have emerged to assist in the raising of this capital. 
That public equity financing of this type of small or medium sized 
enterprise has proved possible where it has not in the case of small busi- 
nesses in the service, trade or manufacturing industries, for example, is to 
be attributed largely to the fact that though the risks are high in both 
cases, the rewards of success are very much greater in the case of these 
resource industries and small investors in large numbers can be enticed to 
gamble rather small amounts each. 


The working of the price system in this area of the economy is by 
no means sluggish. Increases in the prices of metals or oil stimulate the 
flow of capital into prospecting for and development of new reserves of 
the resources. In the markets for the securities of the development compa- 
mies the sensitivity of buyers and sellers to changes in prices of the securities 
often tends to accentuate the changes rather than to arrest them. Thus 
an increase in the price of a security often tends to stimulate rather than 
depress the demand for it. This characteristic reaction to price changes 
is relied upon to a very large extent by the promoters whose function it is 
to secure funds for the smaller mining and oil companies. It has been 
found desirable, however, to control their activities to some extent by 
methods which directly limit the diversion of funds from company trea- 
suries and which provide as full information to investors as possible so 
that they may if they wish base their judgments on more information than 
merely the fact that the price of a security has risen or that some irrespon- 
sible person says it may rise. We also discussed the special taxation 
incentives given to developments of mining and oil ventures and noted 
particularly the complaints that Canadian tax law by granting incentives 
which are in some respects less liberal than those granted under United 


121 Further reference to this matter is made in the discussion of the ceiling on bank loan charges in 
Part B of Chapter 8 
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States income tax law favours development of Canadian oil resources by 
foreign-owned corporations. 


In discussing the financing of corporations generally we reviewed as 
background the transactions accounts for the non-financial corporations in 
the post-war years and presented information on the distribution of assets 
and liabilities of these corporations by industry and by size. We discussed 
taxes as regulators of the flows of funds. In this connection the question 
of the shifting of the corporate tax was analyzed, the conclusion arrived at 
being that while an increase in corporate tax rates is ultimately passed on 
to consumers or workers its immediate impact is on the corporation stock- 
holder and the burden is shared by the stockholder during the period when 
shifting is being effected. The immediate effect of an increase in tax rates 
is to reduce the amounts available for retained earnings but as the tax 
is shifted this effect is diminished. Moreover, inasmuch as the corporation 
tax leads to a favoring of debt issues over all other kinds of external finan- 
cing (whether the tax is shifted or not), and inasmuch as there is a 
limit to the ratio of debt to equity that any corporation is willing to 
contemplate, retained earnings are encouraged by an increase in corpora- 
tion tax rates. We explained that the tax laws relating to depreciation and 
depletion allowances affect the volume of business saving and the 
distribution of business investment expenditure as between classes of 
assets and as between industries. 


We raised the question as to whether the increasing reliance of 
corporations on their own saving as the source of funds for financing 
expansion warranted the conclusion that the effectiveness of the price 
system in regulating the allocation of resources was thereby reduced. 
Recognizing the lack of any definitive scale by which to rank projects in 
advance of their execution and the ultimate need to rely on the profitability 
of enterprises as indication of their right to renewed claims on resources 
we argued that the increasing self-financing of corporations could not of 
itself be construed as contributing to a misallocation of resources. We 
further recognized that in any event for most major projects corporations 
have to come to the capital market for a proportion of the financing 
required and that accordingly these projects benefit from whatever testing 
the capital market is able to offer. In short we emphasized the role of 
the goods market in testing the performance of businesses. 


The question of the sensitivity of corporations to changing differences 
in the costs of raising funds was also explored in connection with the 
role of prices as regulators of the flows of funds. It was concluded that 
corporations are indeed sensitive to changes in these relative costs though 
reactions are necessarily tempered by considerations of taxes, existing 
capital structure, recent financing patterns and, as will be argued further 
in the next chapter, by the rules and conventions under which major finan- 
cial institutions operate. We pointed out that information on this subject 
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is not now marshalled so as to permit as detailed a study of this particular 
question as would be desirable in the light of its very great importance. 


In Chapter 2 we outlined conditions for the effective operation of the 
price system in the capital market. Let us conclude this chapter with 
a brief reference to these conditions and to considerations relating to them 
that arise out of the discussion in this chapter. 


It was asserted that one of the conditions for the effective operation 
of the price system in the capital market is that there be fairly continuous 
trading in substantial volume in the assets exchanged. The markets for 
the securities offered by Canadian business display about all of the grada- 
tions possible in respect of this requirement. On the one extreme are the 
shares of large or well-known corporations that are listed by the stock 
exchanges. For most of these securities there is a ready market, continuous 
trading and widespread dissemination of information concerning prices 
bid and asked. At the other extreme are mortgages of small concerns, 
incorporated or unincorporated, and the shares of closely held small (and 
occasionally large) corporations for which virtually no market whatever 
exists. In between are the over-the-counter markets in corporation bonds 
and unlisted shares, and trading in many of these securities is desultory or 
impossible (except at sacrifice prices). 


Improvements in the working of the capital market in respect of this 
condition cannot be wrought quickly. They emerge as the market grows 
and expands. Small issues of obscure companies, like small issues of 
relatively unknown municipalities, will always tend to be locked away by 
the purchasers or traded off only under duress and at some sacrifice. But 
as the number of larger seekers of funds and the number of suppliers in the 
market grows, the proportion of the value of outstanding issues which is 
traded among security holders may be expected to increase. 


There is one aspect of this matter on which we might comment specific- 
ally; this is the fairly common practice — at times encouraged by some 
financial institutions — of direct placement of corporation securities by 
the issuer with the institutional buyer. This practice is not undesirable 
from every point of view; it is sometimes the only feasible means of placing 
the securities of smaller and less well known enterprises. However, when 
large proportions of the big issues of the larger companies are placed 
privately with one or a few institutions it is clear that the practice involves 
some undesirable features. If an issue is placed with very few buyers it is 
most unlikely that an “after market” in these issues will develop. This 
reduces the manoeuvrability of the institutions concerned and may well 
prejudice the legitimate interests of future seekers of funds from these 
institutions. There is usually a price advantage to be had from direct 
placement, especially as many institutions are not interested in trading 
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securities actively but it seems unnecessary and undesirable that large 
well-established businesses should claim this particular advantage. 


A second condition for the effective functioning of the market is that 
borrowers and lenders be responsive to price changes. We have discussed 
this matter at some length in this chapter in connection with the sensitivity 
of corporations to changes in the relative costs of external funds and have 
already alluded to it in this concluding summary so that there is no need 
to discuss it further here. 


A third condition is that rates be free to move. There has been very 
little occasion to refer in this chapter to inflexible prices in the markets 
for business securities. We have remarked that the rates charged by the 
government lending agencies change only infrequently or in a few cases 
not at all. But this is a matter which will receive more attention in the 
discussion of banking and monetary policy. 


The final condition for the effective operating of the price system that 
we cited is that non-price barriers to the supplying and obtaining of funds 
be kept as low as possible. One of these barriers is the cost of underwriting 
and issuing securities.122 We mentioned a recent change in the tax legisla- 
tion by which corporations are permitted to charge some of these costs as 
expenses. These public issuing costs are relatively very much higher for 
smaller companies; thus for a bond issue of $20 million by a well-known 
company the underwriter may take 242 percent. On a $100 thousand 
bond issue by a less well-known company selling costs might be of the 
order of 15 percent.122 Costs of preparing prospectuses and other legal 
costs are in addition to these underwriting costs. Undoubtedly it is very 
much more difficult to sell issues of less well-known companies so that it is 
improbable that the differential could ever be eliminated. This does never- 
theless seem to be a prohibitive barrier to the public offering of small issues, 
and inasmuch as very little is known generally about the specific ways in 
which these costs are built up it would seem to be a matter meriting detailed 
study to discover whether any improvements could be effected.*** 


Another of the non-price barriers to the flows of funds is the barrier 
of ignorance as to the opportunities available. The stock exchanges, the 
securities commissions, the financial press all contribute to the spreading 


122 We agreed in Chapter 2 to refer to this as a ‘‘non-price”’ barrier. 


123 In citing this figure the writer has the specific case in mind of Husband Transport Limited, 
which, according to the Bulletin of the Ontario Securities Commission of January 1957, in 
offering $102,100 514% Sinking Fund Debentures to the public at par undertook to limit 
ee ee Oeste employed by it and of registered security dealers to 15 percent of 
sales. (See p. 5). 


124 The President of the Industrial Development Bank was asked this question: “‘What would you 
say, Mr. Coyne, is the minimum requirement of funds that would enable a company to float 
a bond issue?” He replied as follows: “I do not know. That is something on which there is 
not nearly enough information. I think possibly people have been a little defeatist about that, 
both the borrowers and the investment dealers. I think we could start exploring with the 
investment dealers that very problem from two points of view: first, there is the question of 
fact, what sort of costs are involved and have to be involved and that sort of thing; secondly, 
whether conceivably we (the IDB) can be associated with them in underwriting and reduce 
the risk element that way. We would expect a fee for our services, you understand.” .. . 
Standing Committee on Banking and Commerce of the House of Commons, Minutes of 
Proceedings and Evidence, 1956, p. 274. 
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of information concerning investment opportunities and sources of funds 
available, but there is always room for improvement in this connection. 
The larger businesses are able to draw upon the expert counsel of the 
investment dealers; the smaller businesses are not always so well served. 
For example the Saskatchewan Royal Commission on Agriculture and 
Rural Life has reported that: “In many cases, farm people were not aware 
of the credit facilities that are available. This lack of knowledge has no 
doubt reduced the demand for credit. Others were not aware of the ways 
in which credit could be used to increase productive efficiency”.1?5 One 
might hazard the guess however that ignorance of opportunities is less 
of a barrier to the effective operating of the capital market from the side 
of the seeker of funds than it is from the side of the investor of funds. 
Seekers of funds can of course assist the suppliers of funds in this respect 
by providing frequent and comprehensive reports on their affairs. Many 
Canadian public companies have deliberately made an effort in recent 
times to improve their annual and other reports. All efforts in this direction 
must contribute to the more effective working of the financial machinery.126 


Our study in Chapter 5 of investments made by individuals and of the 
financing of business in this chapter has shown that individuals are the 
principal suppliers of external equity capital to business, both large and 
small. Of course individuals also hold business debts and indeed are 
very significant mortgage lenders especially to farmers but also to some 
other kinds of small business operators and to home owners as well. The 
principal holders of business debts, especially of larger businesses and 
of residential mortgages however, are the financial institutions. The ratio 
of debts to equities in their portfolios is very high indeed. We must now 
turn to consider the larger financial institutions in detail. 


125 Saskatchewan Royal Commission on Agriculture and Rural Life, Report No. 3, Agricultural 
Credit, (Regina, 1955) p. 19. 


126 In its brief submitted to the Royal Commission on Canada’s Economic Prospects, The 
Security Analysts’ Association of Toronto made special reference to the frequency and quality 
of the reports issued by Canadian companies. On the basis of a survey of the reporting habits 
of 175 Canadian companies listed on the Toronto Stock Exchange this Association stated 
(on p. 13) that: 


“...in 1954 only 22 percent of the companies surveyed issued quarterly reports. 
(A further 12 percent issued semi-annual reports.) This is in sharp contrast with 
American practice. It should be noted that subject to special exceptions all 
companies listed on the New York Stock Exchange must make such reports. In 
1954, only 48 percent of the companies surveyed by the Association provided sales 
figures in their reports, whereas this is almost a universal practice for American 
corporations.”’ 
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PART IV 


FINANCIAL INSTITUTIONS 


LIFE INSURANCE COMPANIES AND 
SELECTED OTHER FINANCIAL INTERMEDIARIES* 


A. Introduction 


The financial intermediaries are institutions engaged primarily in 
exchanging financial assets and liabilities (as these were defined in Chapter 
2). As such they provide an extremely important channel, or set of 
channels, through which funds may flow from sectors having a surplus in 
their non-financial transactions to sectors having a deficit. Perhaps it is 
more helpful to think of the intermediaries as operating pools of funds 
fed by the proceeds of the sale of their obligations to households, firms and 
governments in other sectors of the economy, and drained by their purchases 
of the obligations of these other sectors. The channelling of funds through 
the financial sector is of course often very indirect; thus for example, banks 
exchange their deposit liabilities for funds which they in turn may invest 
in loans to finance companies which the finance companies may in turn 
invest in the obligations of automobile purchasers or dealers. There is, 
so to speak, a network of interconnected lakes and streams in the topo- 
graphy of the capital market. 


Each financial intermediary issues its own specific brand of obligation. 
Commercial banks, for example, assume liabilities for deposits; trust 
companies assume liabilities for deposits and investment trust certificates; 
life insurance companies issue life contingency contracts; loan and finance 
companies issue notes and debentures; investment funds issue shares and 
debentures; and so forth. 


The obligations issued by intermediaries differ very widely in the 
degree of their transferability. Thus (some classes of) deposits at com- 
mercial banks are so highly transferable (by the use of cheques) that we 
usually refer to them as money, and indeed they comprise the bulk of the 
money supply as it is ordinarily reckoned. On the other hand, life insurance 
policies are not at all transferable. Deposits with trust companies are 
transferable, but there is no market in their guaranteed certificates. There 
is a limited market in the notes and debentures of loan and finance 


* Chart referred to in this chapter appears on p. 385. 
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companies; the market is limited in that the range of potential buyers 
is restricted, and the amount of trading among them is by no means as 
brisk as the trading now is in treasury bills for example. There is virtually 
no market in the shares of mutual companies, while the shares of most 
closed-end companies are listed on a recognized stock exchange. The lack 
of transferability of the liabilities of some intermediaries facilitates the 
tracing of the flows of funds through the economy (a minor advantage 
after all!) but it reduces the degree of sensitivity of savers to changes in 
the relative returns from financial assets. 


With the development of the capital market, the financial institutions 
have grown and multiplied. The assets (or liabilities) of individual insti- 
tutions have grown; as the degree of financial sophistication of firms, house- 
holds and governments has advanced, new institutions have emerged to 
service their new needs. Government institutions have been created to 
supplement the flows of funds from private institutions to some sectors 
or to serve as an instrument of government policy in promoting directly 
the development of some kinds of economic activity. Changing relative 
preferences for the services offered by the various institutions are very 
important in determining their relative rates of growth. The institutions 
also differ in their investment practices and, accordingly, changing demands 
for the services of institutions will be reflected in changing relative demands 
for various financial assets by the institutional sector of the economy. 


The assets of life insurance companies, instalment finance companies, 
investment companies, credit unions and government financial institutions 
have in the last three decades grown more rapidly than the assets of the 
banking system, trust companies and non-life insurance companies.’ 


The importance of the financial intermediaries in the Canadian capital 
market is manifest. The financial institutions, and in particular the banks, 
supply and manage the stock of money. In our discussion of consumers 
we noted (see Table 5.2) that of the net increase in financial assets in this 
sector over the years 1946 to 1954, some 52 percent was invested in 
currency and deposits, insurance and pensions. The percentage would be 
somewhat higher if the bonds and stocks of financial institutions were 
separated from the category “other bonds and stocks” and included with 
investments in financial institutions. On the other side of the account, 
instalment credit, bank loans and other loans extended by financial inter- 
mediaries may have amounted to some 8 or 9 percent of the same 
total. We know that financial institutions supply a substantial proportion 
of the funds obtained externally by businesses. In the financing of con- 
struction through mortgages the intermediaries are very important. In 


1 We do not have comprehensive figures in Canada on which to base this sentence; it is based 
on a consideration of such Canadian figures as there are, and on a general comparison with 
experience in the United States as described in Raymond W. Goldsmith, The Share of Financial 
Intermediaries in National Wealth and National Assets, 1900-1949, Occasional Paper No. 42 
of the National Bureau of Economic Research (1954) and in Raymond W. Goldsmith, Financial 
Intermediaries in the American Economy since 1900, National Bureau of Economic Research, 
(Princeton, 1958). 
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the mortgage category of the National Transactions Accounts it is estimated 
that of the net increase in mortgages outstanding in the years 1946 to 1954 
the banks, life insurance companies and “other financial institutions’? 
absorbed 57.5 percent. In discussing the financing of agriculture we noted 
that while the role of private intermediaries in supplying long-term funds 
had diminished, the role of government institutions had grown accordingly; 
we also remarked that the banks are virtually the sole source of interme- 
diate credit and a very important source of short-term funds. In financing 
small business generally, the banks remain very important as suppliers of 
short and medium term funds and the Industrial Development Bank, though 
small, is increasing the amount of long-term accommodation it supplies 
to small businesses in a rather wide field of activities. The institutions 
contribute to the financing of larger non-agricultural business much more 
through investments in corporate bonds and notes than in corporate stocks,? 
but their contribution is nevertheless large. It has been asserted that 
“typically, Canadian life companies take about one-third of the total 
corporate bonds issued”.4 All the intermediaries in Canada together must 
therefore take between two-fifths and a half of the value of all corporate 
bonds issued. 


The financial institutions are important suppliers of funds to govern- 
ments. If the holdings of the Bank of Canada are included, financial 
intermediaries hold roughly 45 percent of the direct and guaranteed debt 
of the Government of Canada. Of the provincial bonds outstanding at the 
end of 1954 intermediaries probably held a little over one-fifth. Of the 
municipal bonds outstanding at the end of 1954, the institutions probably 
held approximately one-third.5 


While it is possible to indicate the very considerable part played by 
the intermediaries with facts and figures of the kind just offered, one would 
wish to offer a more comprehensive quantitative portrayal of their changing 
importance. In principle this can be done but there are pitfalls to be 
avoided. It may be helpful to sketch out in a very few paragraphs some of 
the problems and possibilities. These paragraphs will also serve to introduce 
a brief reference to recent American research on the financial institutions 
with which we shall close this general commentary. 


2 Included in Sector VII of the accounts. It must be remembered that the estates trust and 
agency funds of trust companies are here included with the funds of non-financial sectors; in 
particular assets of trusteed pension funds are not included among the assets of financial 
institutions in the national transactions accounts. Unless the contrary is explicitly stated in this 
chapter, financial intermediaries and their assets are to be understood as intermediaries and 
their assets included in sectors V, VI, and VII of the N.T.A. 


3 This statement though correct in general is not true of all financial intermediaries. For example, 
investment companies invest more heavily in corporation stock than in corporation bonds. 


a Wm. C. Hood and O. W. Main, “The Role of the Canadian Life Insurance Companies in the 
Post-War Capital Market”, The Canadian Journal of Economics and Political Science, November 
1956, p. 476. 


5 The estimate for Government of Canada bonds is derived from the Statistical Summary of the 
Bank of Canada for October 1957, pages 325 and 333. The proportions are 47 percent, 45 
percent and 42.5 percent for i954, 1955 and 1956 respectively, The estimates for provincial and 
municipal government bonds are based on figures for the institutions on the work sheets 
underlying the N. T. Accounts and on the totals of the amounts outstanding given in the 
Statistical Summary of the Bank of Canada, January 1955, p. 12. 
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The National Transactions Accounts record, as financial transactions 
for each sector, the net increases in assets and the net increases in liabilities 
in each of several categories of financial items, insofar as technical difficul- 
ties and available data will allow. For each sector the difference between 
the total of these net increases in assets and the total of the net increases 
in liabilities equals the sector’s net demand for or supply of funds. It 
would be agreeable if one could say what proportion of the net change 
in assets and in liabilities in each category and in each sector represented 
a net supply of funds to or net demand for funds from financial institutions 
(or better yet each of the separate classes of financial institutions). This 
however is an unattainable ideal. It is unattainable at least to the extent 
that financial assets which are liabilities of non-financial sectors are 
transferable. Let us illustrate. If a sector, say the non-financial corporations 
shows in a given year, a net increase in bank loans, then it is meaningful 
to say that with respect to this category of transactions, banks have 
supplied funds to the non-financial corporations. This is still meaningful 
if for example, the only other financial transactions in the economy in 
the year consisted of an equivalent reduction in bank loans by the 
consumer sector so that the total assets of intermediaries remained un- 
changed, and the surplus of the consumer sector precisely offset the 
deficit in the corporate sector. Now however, consider a case involving 
transferable liabilities of a non-financial sector. Think of an economy as 
divided into four sectors, consumers, business, government and banks. 
Suppose that in a given year consumers have a surplus of 100 and that 
business has a deficit of 100 on non-financial transactions, and that 
government has neither a surplus nor a deficit. Suppose that business 
meets its deficit by selling government securities and that consumers dispose 
of their surplus by increasing bank deposits. Banks, let us suppose, 
increase both their deposit liabilities and their holdings of government 
bonds each by 100. In this simple situation it is clear that what has 
happened is that consumers have financed business through the interme- 
diaries; consumers, by supplying funds in the form of deposits to the 
intermediaries, have enabled the institutions in their turn to supply funds 
to business through the purchase of government securities from that sector. 
Now, if we had looked at the accounts of the banks, and, noticing an 
increase in their holdings of government securities of 100 had concluded 
that in this particular year the banks had contributed to the finance 
of government to this extent, we should have missed the point entirely. 
But this is a very simple exampie. Let us indicate how difficult it is in a world 
of transferable assets to assert the extent to which any sector contributes to 
the finance of another sector. The illustration is summarized in the table. 
If the flows of funds as we record them in the N.T. Accounts were, in a 
given year as shown, we would know that there was a net supply of govern- 
ment securities to the market of 50, representing new issue by government 
and 120 representing sale of outstanding securities by business; we would 
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also know that there was a net demand made up of 70 by banks and 100 
by consumers. If we were to assert that financial institutions contributed 
to the finance of government to the extent of 70 by purchasing government 
securities we would clearly be wrong, just as if we asserted that consumers 
contributed to the finance of government to the extent of 100. In fact, 
unless we know of some direct channels between the sectors such as for 
example, that the new issue of 50 by the government consisted of savings 
bonds or special non-transferable banking issues, perhaps deposit certi- 
ficates, we cannot in this illustration say in what proportions the banks 
and consumers shared in the financing of each of the business and the 
government sectors. Indeed it is not even possible to state to what extent 
consumers and banks shared in financing the total of the deficits of the 
government and business sectors.* In fact it is difficult to summarize the 
transactions involving the intermediaries beyond the summary indicated by 
the table itself. The table does of course provide useful information about 
the participation of the banking sector in the flows of funds among the 
sectors of the economy and the information is already in summary form to 
a degree, since each category is a collection of assets, each sector is a col- 
lection of transactions and only net changes in assets and net changes in 
liabilities are recorded. (One can think of reasons for wanting the inform- 
ation in considerably greater detail.) In short, the National Transactions 
Accounts are a helpful way of indicating the participation of the financial 
intermediaries in the transfer of funds from surplus to deficit sectors; 
however, because one cannot track the precise routes taken by certain 
transferable assets, it is not possible to state the extent to which any 
individual sector (and in particular the financial sector) contributes to the 
financing of any other sector, or of all deficit sectors together.? 


Consumers Business Government Banks Total 
Categories poe 
Dr. (Ore Dr. (Be Dr. Gr; Dr. Gr: Dr. (Ol 

Surplus or 

deficit 21% — | 150 — |—100; — |—SO|] — 0; — 0 
Depasitses, sziihs50)\)- 2s 20 Take) errs ly Sh PT ON ay On oa) 
Government 

SeECUIAUIeS, 1000.) «—=..\—120 —}; — SU les LO! eee SOislen OO) 

Wrotal7 Pe £50") 150100 100 0 0 710) P70 1207 |? 120 


6 From some points of view it might be desirable to ignore the intermediaries and contend that 
consumers supplied the funds to finance the total deficit. But while this interpretation of the 
data might serve some purposes it is not very helpful in indicating the role of the intermediaries! 


7 One might think that even if over shorter periods we cannot measure the extent to which Sector 
A finances Sector B by the degree to which A acquires the obligations of B, perhaps over longer 
periods this method of measurement would be more meaningful. There are pitfalls here, but 
of a slightly different kind. It is true that over 50 years the short-run movements of assets 
cancel out to a degree, and one can observe in sharper relief the underlying trends in finance. 
The pitfalls here pertain to the interpretation of differences in the rates of growth of the 
financial assets and liabilities of the different sectors. But we must not develop this theory here. 
Suffice it to say that if over the long run the rate of increase of all financial assets, which are 
the liabilities of non-financial sectors, in the portfolios of the institutions exceeds the rate of 
increase of all such assets in the portfolios of non-financial sectors, we may regard this as 
evidence of an increasing degree of participation by the institutions in the financing of deficit 
sectors. 
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If balance sheets for all sectors were available with the assets and 
liabilities suitably classified it would be possible in principle to point out 
that as of the date of the balance sheets, Sector A held x percent of the 
financial liabilities of Sector B. One could observe, that is to say, the 
distribution by sectors of the liabilities of any sector. In particular one 
could assert what percentages of the liabilities of each sector were held 
by the financial institutions. This type of information (fragments of which 
we offered above) casts light on the importance of the institutions, though 
of course it is light of a rather different kind than that cast by the information 
on the flows of funds. The relation between the two sets of information is 
that conceptually the flows of funds recorded for each sector in a period 
are the differences, category by category, in its financial assets and liabilities 
as shown by its balance sheets pertaining to the beginning and end of the 
period.’ It is unfortunate that we have not yet been able to develop 
balance sheets for most of the sectors delineated in the N. T. Accounts. 


A recent American study,® published just before the first draft of 
this present chapter was written, attempts to portray the changing role of 
financial intermediaries in the United States economy since the turn of 
the century by drawing on the information contained in balance sheets of 
various sectors and in statements of sources and uses of funds for the 
sectors. We shall conclude this general statement with a brief commentary 
on this important pioneering work. 


Dr. Goldsmith describes the proliferation in the number and kinds of 
intermediaries, and the changes in their geographical distribution. He traces 
the rate of growth of their assets and indicates differences among interme- 
diaries in their rates of growth. He shows that the intermediaries have 
increased the proportion of the national total of “intangible assets” (the 
ageregate of all claims and business equities) which they hold, from a 
quarter in 1900 to two-fifths in 1949.1° 


Balance sheets for all intermediaries! and for smaller groups of inter- 
mediaries are shown in considerable detail for nine bench-mark dates 
beginning with 1900 and ending with 1952. Among the most important 
changes shown in the assets of the institutions are the rising trend in the 
proportion of assets comprised of federal government bonds and the decli- 
ning trends in the proportions comprised of short-term business debts and 
debts of agricultural enterprises. 


There is also a considerable amount of information shown on the pro- 
portions of outstanding financial liabilities of various non-financial sectors 


8 That is, apart from valuation adjustments. 

9 Raymond W. Goldsmith, Financial Intermediaries in the American Economy since 1900, 
National Bureau of Economic Research, (Princeton, 1958). 

10 Ibid, Table 96, p. 321. 


11 Financial intermediaries covered are the banking system, personal trust departments, private 
and government insurance organizations, savings and loan associations, credit unions, sales and 
personal finance companies, land banks, investment companies, investment bankers and 
government lending institutions. 
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held by the intermediaries. A selection of this information is shown below 
in Table 7.1. Further detail is shown in the book for seven other bench- 
mark dates and for each of thirteen groups of institutions. It will be noted 
that the proportions are uniformly higher for 1952 than for 1900, though 
examination of the detail shows that the 1952 figures are not in all cases 
the highest for all years shown. 


Table 7.1 


PROPORTIONS OF SELECTED FINANCIAL LIABILITIES 
HELD BY INTERMEDIARIES, 1900 AND 1952, UNITED STATES* 


1900 1952 

% % 
Non farm residential mortgages®...................... 67 90 
Non real estate debt of non-farm households’.......... 43 46 
Baur e atch on et Nd ee ee 31 60 
Domestic Corporate, DONS’. tastes elie kt ine ou 35 94 
Domesticicorporate stocks. ctr, wa Re 8 2 
State and local government securities? ................ 60 79 
Federal government direct and guaranteed securities"... . 54 70 


a Raymond W. Goldsmith Financial Intermediaries in the American Economy since 1900, op. cit. Figures have 
been rounded to whole percentage points. 


b Ibid., Table 49, p. 195. 
c Ibid., Table 50, p. 200; the 46 percent pertains to 1949. 
d Ibid., Table 52, p. 210. 
e Ibid., Table 54, p. 224. 
f Ibid., Table 55, p. 225. 
g Ibid., Table 75, p. 262. 
h Ibid., Table 77, p. 269. 


All of this information on numbers and kinds of intermediaries, the 
growth in their assets, the distributions of their assets and the proportions 
they hold of outstanding obligations of various kinds is very helpful in 
portraying the changing importance of the financial institutions in the 
United States. One attempt at indicating the role of these institutions, which 
occupies a considerable part of the volume, seems most unfortunate how- 
ever. This is the attempt to show the proportions of gross, net and external 
sources of funds of each of the non-financial sectors of the economy con- 
tributed by the financial intermediaries. “In the absence of better figures, 
the funds supplied by financial intermediaries are measured as the change 
in their holdings of claims against, and securities of the various groups”’.?2 
We have argued above that, since many of the liabilities of the non-financial 
sectors are transferable, this attempt is doomed to failure. We have 
allowed that subject to considerations pertaining to differences in rates of 
growth among sectors and among intermediaries, the change over long 
intervals of say two or three decades, in institutional holdings of the 
liabilities of a sector may be taken as indication of the contribution of the 
12 Ibid., Chapter 7, footnote 1, p. 180. 
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institutions to the financing of that sector. But the author, though he 
carefully stresses various weaknesses of the data, does not stress or even 
explain the problems of interpretation arising from differential rates of 
growth when he makes long-period comparisons. What in our opinion is 
worse, however, is that he makes short-period comparisons. One can find 
in the text measures of the amount and share of sources of funds of non- 
farm households, agriculture, unincorporated business, non-financial corpo- 
rations, state and local governments, and the federal government, for the 
years 1901 to 1912, 1913 to 1922, 1923 to 1929, 1930 to 1933, 1934 to 
1939, 1940 to 1945 and 1946 to 1949, supplied by financial intermediaries.1* 
It is not meaningless to indicate the increases in the holdings by interme- 
diaries of claims against and securities of various sectors over such 
intervals; to the extent that these claims and securities are transferable 
however it is meaningless to refer to the increases in holdings as a contri- 
bution of funds to the sector whose liabilities they are. 


We have felt it necessary to offer this criticism as otherwise readers 
might wonder why we did not make similar use of the material in our 
National Transactions Accounts and compare the results with those in Dr. 
Goldsmith’s study. We would repeat our opinion that much of the 
material in his study is exceedingly valuable. 


In this chapter we shall review the activities of several classes of 
financial intermediaries. We shall start with the trust companies and con- 
sider briefly the nature of their business, and the classes of assets they hoid. 
We shall review the legislation governing their investments and other 
regulators of the flows of their funds. Investment companies will be consi- 
dered next. Though the sum of their assets is as yet small in relation to 
the total assets of the other groups of intermediaries discussed here, it is 
increasing rapidly and on this account above these companies are deserving 
of attention. | 


Life insurance companies will be given the most extended treatment. 
They are of course exceedingly important intermediaries. We shall review 
the trends in the kinds and value of contracts written by these companies, 
the changing distribution of their assets, the regulators of the flows of 
their funds, and comment particularly on the implications for their invest- 
ment policies of the very rapid growth in new business which they have 
enjoyed. 


Pension funds are invested with trust companies, investment companies 
and life insurance companies as well as other institutions or parties. They 
have become very large accumulations of capital funds in recent years and 
continue to grow at an enormous rate. Their very bulk and rate of growth 
raise many problems; we shall concern ourselves only with some of the 
principles and problems of investing these funds. This discussion will serve 


18 They are all summarized in Table 89, pp. 298-9. 
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at least to draw attention to the need for more current information about 
the investments of these funds. 


B. Trust Companies 
1. A factual review'4 


There are in Canada just over 50 trust companies operating through 
about 175 branch offices. Of these companies ten are chartered under 
acts of the Parliament of Canada, the rest are chartered by provincial acts. 
The federally chartered companies held slightly over 15 percent of the 
total assets under administration by Canadian trust companies. 


Federally incorporated trust companies operate in individual provinces 
under a system of licensing or registration required by the legislation of the 
provinces. Similarly provincially incorporated companies may operate in 
a province other than that of its incorporation by satisfying the registration 
requirements of that other province. Federal companies and provincial 
companies can exercise in a particular province only such of their corporate 
powers as are permitted to trust companies incorporated by that particular 
province. 


The services rendered by trust companies are manifold; among them 
are the following : they receive property granted to them by persons, corpo- 
rations or courts upon any trusts not contrary to law; they hold property 
for safe keeping, they act as agents in managing property and collecting 
the income therefrom, they act as corporation agents and in particular as 
transfer agents for corporation securities; they act as executors, adminis- 
trators, receivers, liquidators, custodians and the like and as agents for 
such officers. Their funds are raised through the issue of capital stock, by 
accepting deposits and by accepting other funds for guaranteed invest- 
ment. The companies are not allowed to issue bonds or debentures in most 
jurisdictions. We shall be particularly concerned with the investment prac- 
tices of the trust companies. 


(a) The funds under administration by trust companies 


At the end of 1956, trust companies in Canada had funds under 
administration amounting to just under $6 billion. This figure may be 
compared with the total assets of Canadian life insurance companies and 
assets in Canada of foreign life companies of $8.2 billion. The assets of 
Canadian chartered banks at the end of 1956 were $13.4 billion. At the 
end of 1946 assets under administration by the trust companies totalled 
$3.5 billion. Thus in the post-war decade ending in December 1956 trust 
company assets increased by some 70 percent or at an average annual 
compound rate of slightly less than 5% percent. 
re eas tae petorantund on Crea tian en coe once Aevocietlon 

request. This was in the nature of a data paper which has been of material assistance in preparing 


this factual review. Except where specific acknowledgment of sources is made, this writer 
accepts responsibility for the facts and interpretations in the text. 
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It is convenient to group the assets held by the trust companies into 
three classes: assets held in connection with the administration of estates, 
trusts and agencies; guaranteed funds and company funds. The division of 
funds into these three groups in 1946 and in 1956 is shown in Table 7.2. 


Table 7.2 
FUNDS UNDER ADMINISTRATION BY TRUST COMPANIES 
IN CANADA 
(as at December 31st) 
1946 1956 
Millions Millions 
of % of % 

Dollars Dollars 
Company EUndS = cass wrest sie eietereeters 89.0 2.6 128.1 Ze 
Guaranteed Funds seca see ere 216.4 6.3 616.1 10.5 
Sub=i otaleeen kus cient ae 305.4 8.8 744.2 1257, 
Estates, Trusts and Agency Funds........ 3,150.9 91.2 5, 134:2 87.3 
LOtalic ems Meee eerie een toners 3,456.3 100.0 5,878.4 100.0 


It will be seen that estates, trusts and agency funds are by far the 
largest block of funds held, amounting to some 87 percent of total assets 
under administration at the end of 1956. Guaranteed funds consist of 
deposits and guaranteed trust certificates. Holders of deposit accounts 
with the companies are permitted to write cheques against their deposits. 
Guaranteed trust certificates are evidences of debt issued by the company; 
they are offered in maturities of from one to five years usually. In respect 
of these guaranteed funds a trust company is required to set aside and 
earmark cash and eligible securities equal to the aggregate amount oi 
such funds (this is the sense in which these funds are “guaranteed”). In 
some jurisdictions, trust companies are required to maintain a liquid reserve 
in cash or specified securities of at least 20 percent of guaranteed deposits. 
Federally incorporated trust companies are limited in the amount of gua- 
ranteed funds they can hold; these funds must not exceed 10 percent of 
unimpaired capital and reserve. Guaranteed funds of trust companies in 
Canada amounted to some 10.5 percent of funds under administration at 
the end of 1956. About 40 percent of the guaranteed funds were in the 
form of deposits. The remaining block of funds (company funds) com- 
prising just over 2 percent of total funds consists of retained earnings, 
the proceeds of stock issues and in some cases funds borrowed from banks. 
Company funds are now a somewhat smaller proportion of assets under 
administration than they were in the late twenties for example, while 
guaranteed funds are a slightly larger proportion. In 1928 guaranteed 
funds were 8.2 percent, and company funds 3.5 percent of all assets under 
administration. 
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(b) The assets of trust companies — company and guaranteed funds 


Although company and guaranteed funds comprise only some 13 
percent of the assets administered by trust companies, it is only for this 
block of assets that we have any detailed information concerning the invest- 
ments into which these funds have flowed. There is no information avail- 
able on the breakdown of the investments of estates, trusts and agency 
funds. In Table 7.3 the investments made with company and guaranteed 
funds of the trust companies registered in the Province of Ontario are 
shown for selected years from 1928 to 1956. In 1956 the company and 
guaranteed funds administered by this group of companies comprised 93 
percent of the total of such funds for all companies in Canada. 


It will be noted that, considering 1955 and 1956 together, approximately 
one-half of these assets of trust companies are invested in bonds, one-third 
in mortgages and about 3.5 percent in stocks. Comparing the distribution 
for these years with that for 1946 at the end of the war, one notices the 
considerable decline in the importance of federal government (and United 
Kingdom government) bonds from 44 percent of assets to under one-fifth 
and a considerable increase in the importance of provincial, municipal and 
other bonds and of mortgages. Comparing the 1956 distribution with that 
for 1928, one notices the very considerable increase in the importance of 
bonds in the portfolios, rising from 16 percent to 46 percent and the decline 
in mortgages and collateral loans in the portfolios. The proportion of 
stocks in the portfolios at 3.6 percent in 1956 is rather more than double 
what it was in 1928. 


The reader who wishes to examine the annual flows of company and 
guaranteed funds to the companies and from them into various classes of 
financial assets, may consult the National Transactions Accounts for the 
Trust Companies Subsector given in Part VI. 


2. The Regulators of the Flows of Funds 


(a) Legislation governing investment policy 
The legislation governing investment policies of trust companies is 
detailed and is not the same in all jurisdictions. We shall attempt here to 
give only a synopsis of the Ontario legislation.16 Brief references will be 
made to the federal legislation’” and to the Nova Scotia legislation. Invest- 
ment of guaranteed and company funds will be considered first. 


15 A breakdown of the assets held against company and guaranteed funds for the federally 
incorporated companies and companies registered in Nova Scotia, New Brunswick and Manitoba 
may be found in the Annual Report of the Superintendent of Insurance for Canada, Loan and 
Trust Companies for the year ended 1956. A similar breakdown for the companies which are 
members of the Dominion Mortgage and Investments Associaton may be found in the annual 
reports of that association. 

16 The relevant legislation is: (i) The Loan and Trust Companies Act, Revised Statutes of Ontario, 
1950, C. 214 and (ii) The Trustee Act, Revised Statutes of Ontario, 1950, C. 400. 


17 Especially, An Act Respecting Trust Companies, Revised Statutes of Canada, 1952, C. 272. 
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a 
(i) Investment of company and guaranteed funds 


In the Ontario legislation the provisions covering the investment of 
guaranteed funds differ only in one major respect from those covering the 
investment of company funds and we may therefore conveniently consider 
them together. At least 50 percent of guaranteed funds must be invested 
in a restricted class of securities cited as eligible for the investment of trust 
funds in the Trustee Act; there is no such restriction on the investment of 
company funds. The Trustee Act allows the investment of trust funds 
in the securities of or guaranteed by the governments of Canada and its 
provinces, the Government of the United Kingdom, and the municipalities 
of Ontario. It also permits investment of trust funds in bonds of munici- 
palities in other parts of Canada and bonds secured by municipal taxes. 
Investment in first mortgages on real estate in Canada, debentures of loan 
companies and guaranteed investment certificates of trust companies is 
also permitted under the Trustee Act.18 


Company and guaranteed funds may also be invested in several classes 
of assets in addition to the rather limited group allowed under the Trustee 
Act. These funds may be invested in government securities of foreign 
countries or their states (if these governments have met their interest 
obligations for the past ten years). The funds may be invested in bonds 
or preferred stocks of Canadian corporations, if the company has paid 
dividends on its preferred or its common stock in each of the last five 
years. Common stocks of Canadian companies are also eligible provided 
that dividends have been paid at a specified rate in each of the preceding 
seven years. A trust company may not invest company and guaranteed funds 
in any one corporation or company, by whatever means, to a total amount 
in excess of 15 percent of the trust company’s paid-in capital stock and 
reserve funds. Moreover, a trust company may not hoid more than 15 
percent of the stock or more than 15 percent of the bonds of any one 
corporation or company.'® The companies are allowed to make collateral 
loans subject to certain restrictions. They are also allowed to invest in 
real estate for the production of income though there are several restrictions 
on this type of investment. In the first place, the total investment in real 


18 Mention must be made of the very important development in the legislation governing the 
investment powers of trustees in Canada embodied in Nova Scotia legislation of 1957 pertaining 
to trustees in that province. (Statutes of Nova Scotia, 1957, 6 Eliz. II, Chapter 54). By this 
legislation, amending The Trustee Act (Revised Statutes of Nova Scotia, 1954, Chapter 300) 
a trustee may, unless expressly forbidden by the instrument creating the trust (if any), invest 
any trust funds in his hands, whether already invested or not, in preferred and common stocks of 
Canadian corporations, subject to certain conditions. The conditions are as follows. For a 
corporation’s preferred shares to be eligible as trustee investments, that corporation must have 
paid dividends on its preferred shares at least at the specified rate and have paid dividends on 
its common shares at a rate stipulated in the Act in each of the five prece ing years. For a 
corporation’s common shares to be eligible as trustee investments, that corporation must have 
paid dividends on its common shares at a stipulated rate for the last seven years. Not more 
than 30 percent of the common stock nor more than 30 percent of the issued shares shall be 
purchased for any trust. No purchases of shares may be made for any trust that would raise the 
aggregate value of shares, preferred and common, above 30 percent of the value of that trust and 
similarly no purchases of common shares may be made that would raise the value of common shares 
held for a trust above 15 percent of the value of a trust. Market values are to be used in 
valuing holdings but no liquidation of any assets is to be required solely because of changes 
in the ratio of the market values of investments and the market value of an entire trust. 

19 In the federal legislation, investment in common stocks is limited to 15 percent of the guaranteed 
funds of the company and 15 percent of the company’s own funds, and not more than 30 
percent of the common stocks or of all stocks of any one corporation may be held. 
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estate for income purposes is limited to 5 percent of the guaranteed funds 
and 25 percent of unimpaired capital and reserve. Secondly, the amount 
invested in any one parcel is limited to one-half of one percent of the 
total value of guaranteed and company funds. Finally such investment in 
real estate must be in the form of a lease made to or guaranteed by a 
company which has paid dividends on its preferred or common shares at 
a specified rate over each of the preceding five years and if the lease 
provides for reasonable income and the repayment of at least 85 percent 
of the principal within 30 years. 


Thus in general the legislation permits unlimited investment in most 
classes of securities issued or guaranteed by governments in Canada; and 
in first mortgages on real estate in Canada.*° Investment in other securities 
is permitted subject to certain eligibility requirements and there is a limit 
imposed on the total investment in common stocks and on the total invest- 
ment in the stocks of any one company or the obligations of any one com- 
pany. Investment in real estate as an earning asset is limited as to total 
amount and as to the amount which may be made in any one parcel. 


(ii) Investment of estates, trusts and agency funds 


The types of investment which may be made with estate, trust or 
agency moneys is governed by the terms of the instrument creating the 
relationship in each case. Where the funds involved are those of an estate 
or other trust and the instrument is silent as to investment powers or 
discretion is given, the investment is limited to those types of investment 
which are permitted under the Trustee Act of the province in which the 
estate or trust is being administered. We have already reviewed the classes 
of investment permitted under the Trustee Act of the Province of Ontario. 
We should note that even though certain investments are eligible invest- 
ments under the Trustee Act the trust company is expected to conduct 
itself as would a “prudent man” since the Act stipulates that an invest- 
ment may be made “only if the investment is in other respects reasonable 
and proper”. 


In considering statutory provisions governing the investment of estates, 
trusts and agency funds mention must be made of provisions in some of the 
acts (including the federal and Ontario acts) for the establishment of 
common trust funds.2! In the Ontario Act a common trust fund is 
defined as “a fund maintained by a trust company in which moneys 
belonging to various estates and trusts in its care are combined for the 
purpose of facilitating investment’.*? The Act further specifies that “not- 
withstanding this or any other act any provincial trust company or any 
other registered trust company that has the capacity to do so may, unless 


20 The federal legislation requires that mortgage loans, except those insured under the National 
Housing Act, shall be limited to 60 percent of the appraised value of the property. 

21 Mention will be made below of other devices for pooling trust moneys in the discussion of 
pension funds. 


22, ~R.S.O1, 1950; C. 214 s. 76 @). 
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the trust instrument otherwise directs, invest trust money in one or more 
common trust funds of the company...”23 These provisions are poten- 
tially very important in enabling trust companies to combine small blocks 
of trust funds for investment purposes, and to secure the advantages of 
diversification. As far as this writer has been able to determine the first 
such fund in Canada was established in 1952. Since then several have 
been introduced. We shall summarize briefly the regulations governing 
their operation in Ontario.24 


In order to establish a common trust fund a minimum of $200 thousand 
must be placed in the fund and a plan of operation of the fund be approved 
by the Ontario registrar of loan and trust companies. No estate or trust 
is allowed to have an interest of more than $100 thousand (raised from $50 
thousand in 1956) in all the funds of a trust company or in any one fund, 
of more than 10 percent of the book value of that fund. There are restric- 
tions on the investments of the common trust funds. Thus not more than 25 
percent of the value of any one fund is to be invested in mortgages. At 
least 40 percent of the assets of a fund must be in the form of cash or 
“readily marketable securities”. The total number of shares held by a 
fund in any one class of shares of stock of any one corporation is not to 
exceed 5 percent of the number of such shares outstanding, and if the 
company maintains more than one fund the aggregate investment in such 
shares is also to be so restricted. The total investment of a fund in all 
obligations of or guaranteed by any one party (except the governments of 
Canada and its provinces) must not exceed 5 percent of the value of 
the fund. The investment of a fund in guaranteed investment certificates 
of a trust company, in debentures of a loan company, or bonds issued or 
guaranteed by a municipal corporation is not in each of these cases to 
exceed 10 percent of the value of the fund. 


Common trust funds have a rather longer history in the United States 
than in Canada. They began to flourish after changes in the income tax 
legislation in 1937 exempted the funds themselves from taxation. At the 
end of 1956 there were some 243 such funds in the United States operated 
by 195 institutions. Total assets in the funds amounted to just under $2 
billion representing investments of some 93 thousand fiduciary accounts. 
Approximately 50 percent of the assets were in common stocks, 11 percent 
in preferred stocks, 16 percent in domestic government bonds, 20 per- 
cent in domestic corporate bonds and one percent in real estate loans.2° 


(b) Other regulators of the flows of funds 


We have reviewed the statutory regulations governing the invest- 
ment of funds administered by trust companies. Other regulators include 


23 R.S.O., 1950, C. 214 s. 76 (2). In the federal Trust Companies Act) RUS:@3) 1952, G29272. 
permission to invest trust moneys in common trust funds is contained in section 66 (3). 

24 These are Ontario Regulations 84/51 as amended by Ontario Regulations 47/56 as promulgated 
under authority of R.S.O., 1950, C. 214 s. 76 (3). 

25 See “Survey of Common Trust Funds, 1956”, Federal Reserve Bulletin, June 1957, pp. 622-627. 
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the terms of trust instruments, the conventions of trust companies and the 
relative prices of financial assets. We shall comment very briefly on each 
of these. 


The terms of trust instruments vary widely. In some cases, the trust 
company has no alternative but to invest in securities permitted under the 
Trustee Act. In many other cases the trust instrument will grant authority 
to invest in securities eligible as life insurance company assets. There is 
a tendency encouraged by the trust companies to draw wills and other trust 
instruments so as to give considerably more authority and discretion to 
the trust companies and within limits moves in this direction are in the 
interests of the investor, of the company, and of the proper functioning 
of the capital market as a whole. A considerable and increasing portion 
of moneys under administration by trust companies are in the nature of 
pension funds. We shall refer particularly to pension funds in Part E of 
this chapter. 


The business of a trust company is so varied and the purposes for which 
funds under administration are being held are so diversified that it is 
difficult if not impossible to generalize about conventional practices of 
trust companies as they impinge on the functioning of the capital market. 
Trust company investors are conservative investors and to a very large 
degree they should be. The conservatism in many instances is but a 
reflection of that of the trustors who have granted the trusts and imposed 
the conditions under which the trust companies must act. The efforts of 
the companies to encourage those entrusting their funds to them to grant 
wider discretionary powers, when this is reasonable, are likely to result 
in greater sensitivity to changing yield differentials among a wider class 
of assets. Similarly the development of common trust funds now being 
pioneered by some companies in Canada should result not only in a lower- 
ing of the costs of administration of small trust accounts but a broadening 
of the classes of assets held. The exercise of wider discretionary powers 
and the use of the device of the common fund will contribute in some 
degree to a reduction of the compartmentalization of the capital market. 


Since there is no public information on the distribution of the invest- 
ments of estates, trusts and agency funds it is impossible to indicate the 
effects of changing yield differentials on the portfolios held by these funds. 
With respect to the company and guaranteed funds, which after all, are 
a rather small proportion of the total funds under administration it would 
be difficult to deny that, within the restrictions imposed by legislation, and 
the need for diversity, the composition of the portfolios of these funds has 
reflected the differential changes in the yields of assets. Certainly since 
the war, the proportion of government bonds has declined as higher yielding 
mortgages and junior government bonds have been substituted for them. 
The investment in corporate stocks remains substantially below the amounts 
permitted by law, on the other hand, the valuation requirements of the 
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legislation and the short-term character of the funds particularly the 
guaranteed funds militate against investment in stocks.26 


C. Investment Companies 
1. A Factual Review?’ 
(a) General description of the companies 


The financial intermediaries which we shall consider under the 
somewhat ambiguous heading of “investment companies” include: (a) 
companies which sell savings certificates to the public and invest the pro- 
ceeds in financial assets to yield a specified sum in the future to each certi- 
ficate holder; (b) so-called “mutual funds” which stand ready at all times 
to sell shares to the public and which invest the proceeds for the benefit of 
the shareholders who may sell their shares back to the company on agreed 
terms; and (c) investment funds, often called “investment trusts” which 
from time to time sell shares and possibly bonds to the public and which 
invest the proceeds in financial assets for the benefit of the shareholders 
who may sell their shares on the open market. The securities of the 
investment trusts trade on the open market; these companies do not have 
new issues continuously “on tap” nor do they undertake to redeem their 
shares. 


Investment companies as the term is used here are to be distinguished 
on the one hand from holding companies, the principal object of which is 
to hold a controlling interest in a variety of companies, and on the other 
hand from finance companies which specialize in providing instalment 


26 A very striking illustration of the difficulties imposed by trust deeds and business conventions 
On investment officers seeking to respond to changing yield differentials in the market is 
cited in J. M. Macdonnell ‘The Trust Company and the Investor” in Canadian Investment and 
Foreign Exchange Problems (J. F. Parkinson, ed.) Toronto, 1940, pp. 177-8. This is the 
problem arising when under a will or trust document, one person is entitled to income and 
another person to capital. ‘This arises where the income is to be paid to one person during 
lifetime, or for some limited period, and upon the termination of this period the capital is to 
be paid to someone else. In such cases the first person is known as the life tenant and the 
second as the remainder man. There is a long-established general principle that in dealing with 
any situation which involves the interest of both life tenant and remainder man the trustee must 
hold the scales evenly - that is he must adopt a course which, having regard to the existing 
circumstances, is reasonably fair to both. There is another well-established general principle that 
a profit realized from the sale of an investment is an accretion to capital and conversely, if 
there is a loss capital must bear the loss. 


“When a trustee has money in hand for investment and a life tenant and remainder man are 
concerned, he invests in bonds which give a certain yield depending upon the prevailing rates. 
It is very seldom that bonds can be purchased exactly at par and in most cases they are at 
a premium or a discount, depending upon the coupon rate of interest. When the investment is 
made, the trustee has in effect entered into an undertaking to give his life tenant the yield rate 
during the lifetime of the bond, and at maturity to have for the remainder man the exact 
amount of capital invested. This is done by amortization; that is, when a bond is bought at a 
discount, paying to the life tenant with each instalment of interest a proper proportion of the 
difference between the purchase price of the bond and the par value, and where the bond is 
bought at a premium, deducting from each instalment of interest a proper proportion to be 
credited to capital account. Quite often, owing to changes in the prevailing rate of interest, 
the bond purchased as indicated above increases in price and the trustee is approached by 
bond dealers suggesting a sale of the bond to take the profit and reinvestment in another 
bond bearing a lower coupon rate. In practically every case this is impossible Owing to the 
application of the two general principles mentioned. The result would be that the profit would 
go entirely to the remainder man, and the life tenant would suffer. Therefore, generally 
speaking, when an investment in a bond is made for a trust which involves a life tenant and 
remainder man, the only justification for the trustee selling before maturity is if some situation 
develops where in his judgment the security becomes doubtful’. (Italics ours.) 


The writer has benefited from reading the unpublished Master of Arts dissertation prepared in 
1954-5 by John W. L. Winder, then his student at the University of Toronto. This dissertation is 
entitled “Investment Companies in Canada since the Second World War.” 
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credit. The investment companies are characterized by the diversity of 
their portfolios, whether they specialize in the holding of stocks or bonds, 
or whether they include stocks, bonds and perhaps mortgages in their 
portfolios. However, the very great variety of institutions to be found in 
the capital market makes any classification to some extent arbitrary. 


Let us describe each of the principal classes of companies in a little more 
detail, considering those which sell savings certificates first. There are at 
least six Canadian companies whose principal business is the selling of 
savings certificates to the public.2 Only one of these, Investors Syndicate 
of Canada Limited which is also the largest, raises company funds through 
the issue of shares which are traded on a national exchange.”® These com- 
panies distribute investment (or savings) certificates to the public. Such 
certificates may be purchased by single payments or by periodic instalments 
over stated periods of time ranging from six to thirty years. The certificates 
guarantee a specified sum to the holder upon maturity. The companies 
derive all or part of their income from the excess of the earnings on invest- 
ments of money derived from sale of stock and certificates over the 
earnings guaranteed in the certificate contracts. Some of these companies 
operate mutual funds and derive further earnings as management fees from 
these funds®® or as commissions from the sale of shares in the funds. The 
companies engage sales forces to sell and distribute their certificates; Inves- 
tors Syndicate of Canada in 1957 with 20 divisional sales offices and a staff 
of over 450 salesmen sold new certificates having a maturity value of $84 
million to bring the total maturity value of outstanding certificate contracts 
up to $424 million at the end of the year. These certificates are held by 
some 106 thousand Canadians.*! 


Mutual funds or open-end investment companies are distinguished by 
the readiness of the company at all times to sell shares at a price equal 
to the net value per outstanding share of the investments held by the 
company at the time and by the willingness of the company at all times 


28 These six are: Investors Syndicate of Canada Limited, Champion Savings Corporation Limited 
Savings and Investment Corporation, Western Canada Savings and Loan Corporation Associated 
Investors, and First Investors Corporation. It is not claimed that this list is complete (We 
should note that in the classification used in the National Transactions Accounts ‘these 
companies have not been included in the investment companies subsector. Investors Syndicate 
of Canada Limited and Western Canada Savings and Loan Corporation are included with the 
mortgage loan companies; no information was collected on the remaining companies.) 


29 The shares were listed in 1957 on the Toronto Stock Exchange following a reorganization of 
company affairs by which control passed from Investors’ Diversified Services Inc. of Minneapolis 
to Canadian interests. 


30 Investors Syndicate of Canada operates Investors’ Mutual of Canada, Limited, Investors Growth 
Fund of Canada Limited, as well as Investors Trust Company (incorporated in 1957) and 
registered retirement savings plans. Champion Savings Corporation Limited operates Champion 
Mutual Fund of Canada Limited (incorporated in 1955). Savings and Investment Corporation 
operates Savings and Investment Mutual Fund of Canada Limited (incorporated in 1956). 


31 The figures quoted are derived from the Annual Report of Investors Syndicate of Canada for 
1957 and froma brochure about the company entitled Defensive Equity with Growth Probabilities 
distributed by Wisener and Company Limited and prepared in association with Andreae Cole 
and Company Limited. 
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to redeem its shares at a price equal to the then “break-up value” of the 
company per share. This last sentence needs to be qualified to the extent 
that companies usually price their shares either at a discount from break- 
up value when redeeming or at a premium over break-up value when 
selling them. It is more common to charge a premium (of perhaps 7 to 
9 percent) when selling shares than to discount the shares when redeem- 
ing them. There were at least twenty-seven mutual funds operating in 
Canada at the end of 1957,%* the number having grown from approximately 
three at the end of 1946.35 Most mutual funds in Canada have no senior 
securities outstanding, and are therefore sometimes called non-leverage funds. 
At least three funds in Canada at the end of 1956—the first three in the list 
given in the previous footnote — did have senior securities outstanding. 
Leverage Fund of Canada, with total assets of $4.3 million had a bank 
loan of half a million dollars. The other two had preferred shares out- 
standing. The mutual funds display considerable variety in the attractions 
they offer to investors. Some are limited by their charters in the invest- 
ments they may acquire — we shall discuss this briefly below. Some are 
accumulating funds and automatically apply dividends to the purchase of 
further shares in the fund for the shareholder. 


The investment trusts, or closed-end investment companies issue shares 
from time to time, but do not redeem their shares as do the mutual funds. 
Shares in the closed-end investment companies may be bought and sold in 
the stock markets; the shares of some of the companies are listed on an 
exchange. There were at least 21 closed-end companies operating in Canada 
at the end of 1957 and all but three of these were also operating at the 


82 We shall refer to the so-called non-resident investment companies—mutual funds—below. 


383 The following are the names of the funds referred to in the text with their dates of incorporation 

in parentheses. It is almost certain that this list is incomplete. 

1. Grouped Income Shares Limited (1951) 

2. Leverage Fund of Canada Limited (1949) 

3. Mission Investment Fund Limited (1951) 

4. All-Canadian Compound Fund (1954) 

5. All-Canadian Dividend Fund (1954) 

6. Beaubran Corporation (1947) 

7. Canadian Investment Fund Limited (1932) 

8. Canadian Usafund Ltd. (1953) 

9. Canafund Company Limited (1950) 

10. Champion Mutual Fund of Canada Limited (1955) 

11. Commonwealth International Corporation Limited (1933) 

12. Corporate Investors Limited (1931) 

13. Dominion Equity Investments Limited (1951) 

14. Growth Mines & Metals Investment Fund of Canada Limited (1956) 
15. Growth Oil & Gas Investment Fund of Canada Limited (1956) 

16. Investors Growth Fund of Canada Limited (1957) 

17. Investors Mutual of Canada Limited (1948) 

18. Mutual Accumulating Fund (1949) 

19, Mutual Income Fund (1951) 
20. Mutual Bond Fund (1957) 
21. Resources of Canada Investment Fund Limited (1950) 
22. Savings and Investment Corporation Mutual Fund of Canada Limited (1956) 
23. Supervised American Fund (1954) 
24. Supervised Executive Funds (1955) 
25. Supervised Growth Fund (1953) 
26. Supervised Income Fund (1953) 

27. Timed Investment Fund Limited (1950) 
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end of 1946.** It will be noted that the mutual funds are on the whole of 
more recent origin than the closed-end companies. In the United States 
too, the number and assets of mutual funds have each respectively grown 
more rapidly than the number and assets of closed-end companies. For 
several reasons, including unwise management in some cases, the closed- 
end companies fared badly in the stock market crash of 1929 and the 
subsequent period of depressed stock prices. During the post-war period 
marked until recently by generally rising stock prices, the mutual funds 
have been more popular.*® It will also be noted that while most mutual 
funds are non-leverage funds, most closed-end companies are leverage 
companies in the sense that they have some securities senior to the common 
stock outstanding. Of the 21 companies cited in the previous footnote, the 
first six are non-leverage companies.?¢ 


Thus far we have referred only to investment companies which are 
incorporated in Canada and whose shares are held largely by residents 
of Canada. In addition to these companies there is a group of companies, 
very recently formed, which are incorporated in Canada and whose port- 
folios consist largely of Canadian securities but whose shares are owned 
largely by non-residents. There are at least eight of these so-called non- 
resident investment companies.** They have all been formed since May of 


34 The 21 companies referred to with the dates of their incorporation are as follows: 


. Canadian General Investments Limited (1930) 

. Economic Investment Trust Limited (1927) 

. Electra Investments (Canada) Limited (1954) 

. International Holdings Limited (1937) 

. Third Canadian General Investment Trust Limited (1928) 
Toronto and London Investment Company Limited (1951) 
Argus Corporation Limited (1945) 

. Canadian International Investment Trust Limited (1929) 

- Canadian Power and Paper Securities Limited (1952*) 

10. Central Canada Investments Limited (1951) 

11. Consolidated Diversified Standard Securities Limited (1932) 
12. Debenture and Securities Corporation of Canada (1901) 

13. Dominion and Anglo Investment Corporation Limited (1928) 
14, Dominion Scottish Investments Limited (1929) 

15. Great Britain and Canada Investment Corporation (1929) 

16. Hydro Electric Securities Corporation (1926) 

17. Investment Bond and Share Corporation (1927) 

18. Investment Foundation Limited (1929) 

19. London Canadian Investment Corporation (1928) 

20. Pacific Atlantic Canadian Investment Company Limited (1937) 
21. United Corporations Limited (1933) 


* This company took over Canadian Power and Paper Investments Limited, incorporated in 1920. 


35 The stocks of closed-end companies, like those of many holding companies, commonly sell at 
a discount from net asset value per share; the shares of mutual funds are somewhat more liquid 
in that they always can be sold at net asset value per share or a figure having a fixed 
relationship to net asset value per share. 


86 In the United States, under regulations promulgated by the Securities and Exchange Commission 
mutual companies incorporated after 1940 may issue only common stock. They may secure a 
slight amount of leverage by borrowing limited amounts from banks. The reader interested in 
information concerning investment companies in the United States may wish to consult Arthur 
Wiesenberger, ‘“‘Investment Companies’, New York annual editions; Douglas H. Bellemore, 
“Investment Companies” in American Financial Institutions (Herbert V. Prochnow, ed.) 
New York, 1951, and ‘“‘Hearings before the Committee on Banking Currency, United States 
Senate, 84th Congress, 1st Session on Factors Affecting the Buying and Selling of Equity 
Securities”, evidence of Dorsey Richardson, Chairman, Executive Committee, National 
Association of Investment Companies, pp. 696-734. 


37 The companies referred to are: 


. Canada General Fund Limited 

. Canadian International Growth Fund Limited 
. Investors Group Canadian Fund Limited 

. Keystone Fund of Canada Limited 

New York Capital Fund of Canada Limited 

. Scudder Fund of Canada Limited 

. Templeton Growth Fund of Canada Limited 
. United Funds Canada Limited. 
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1954. All are mutual funds and all are accumulating funds in the sense that 
they make no distribution of interest and dividends received from portfolio 
investments. These funds benefit from and in substantial degree their 
formation was motivated by certain technical differences in the tax laws of 
Canada and the United States which we shall describe below when discuss- 
ing the regulators of the flows of funds. 


(b) The assets of the investment companies 


As of the end of 1956 the assets of the Canadian investment com- 
panies referred to above, resident and non-resident, totalled somewhat more 
than $1 billion. The assets of the resident companies were more than 
three-quarters of a billion dollars. The value of the Canadian securities in 
the portfolios of the non-resident companies exceeded $285 million.38 In 
Table 7.4 the assets of the Canadian companies, with the exception of some 
for which figures were not given in the source consulted are grouped by 
class of company. It will be noted that as of the end of 1956, the assets 
of the mutual funds were approximately equal to those of the closed-end 
funds.*° In the table the companies issuing investment certificates are 
represented only by those of the largest company in the group so that the 
total for this group is understated. The relative importance of the non- 
leverage companies among the mutual funds and of the leverage companies 
in the closed-end group is also apparent from the table. 


The growth of the companies’ assets in percentage terms, from 1946 
to 1951, from 1951 to 1956 and from 1946 to 1956 is shown in Table 7.5. 
This table shows clearly the very rapid growth of the non-leverage mutual 
funds in the post-war decade. The closed-end funds have grown less 
rapidly than either the certificate company or the mutual funds. To a 
significant extent all the figures in the table reflect the increases in the prices 
of securities held in the portfolios as well as increases in the number of 
securities held. 


(c) The portfolios of the investment companies 


Most Canadian investment companies hold at least half of their 
investments in the form of common stocks; many hold more than two- 
thirds of their investments in this form, some hold over four-fifths in this 
form and one or two have less than one-tenth of their investments in secu- 
rities other than common stocks. 


The largest of the certificate companies invests predominantly in mort- 
gages. At the end of 1957 three-quarters of the market value of cash and 


38 The authority for this statement is the Balance of Payments Section of the International Trade 
Division of the Dominion Bureau of Statistics. “By the end of 1955 the aggregate investment in 
Canada of these (mon-resident) funds exceeded $200 million”. “Their holdings of Canadian 
Securities, mainly common stocks, rose in value during the year (1956) by some $85 million’’. The 
first quotation is from p. 4 of Sales and Purchases of Securities between Canada and Other 
Countries, December 1955 and Review of Security Trading During 1955. The second quotation 
is from p. 4 of Sales and Purchases of Securities between Canada and Other Countries, 
December 1956, and Review of Security Trading During 1956. 

39 They may in fact have been somewhat larger inasmuch as the omitted companies were mutual 
companies, 
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Table 7.4 
ASSETS OF CANADIAN RESIDENT INVESTMENT COMPANIES 


(millions of dollars) 


1946 1951 1956 

1. Investors Syndicate of Canada Limited........ 12.0 49.5 106.2 a 
2. Open-end, non-leverage...... Lise Mare sae et tere 15.8 92.8 bai 304.6 
35 Open-endwleverageaanriss eeie miei erdeker terete — 1.4 8.9 
Motal,open-ehd Or Mutual eee alte eee te 15.8 94.2 31335 
4; i@losed-end non-levera genni aerise ni ceiitetar S72 RET SHO 100.6 
5; Closed=end, leverage scgerie oe reiaatertre eine teceters eters 94.8 123°3 220.4 
‘Total; :closed-end.., eit aan eee ee 132.0 W7/SE3 B20 
Grand Total A ceehssece orcad oe rreteruke ets 159.8 317.0 740.7 


Notes: (a) Figures pertain to fiscal year ends nearest to the calendar year end. 
(b) In reckoning assets, investments have been valued at current market prices in most cases. 


(c) Of the open-end or mutual companies listed earlier, the following have not been included in the 
above table: Mission Investment Fund Limited, Champion Mutual Fund of Canada Limited, 
Investors’ Growth Fund of Canada Limited, Savings and Investment Corporation Mutual Fund of 
Canada Limited, Mutual Bond Fund, Growth Mines and Metals Fund of Canada Limited, Growth 
Oil and Gas Investment Fund of Canada Limited, and the four Supervised Funds (Nos. 23-26 in 


the list). 


Sources: The assets of Investors Syndicate of Canada Limited. were taken from the company’s annual report 
for 1957. All other information has been derived from the Survey of Industrials 1957 and earlier 
publications in their series. The annual ‘Survey of Industrials’’ is published by The Financial Post, 


Toronto. 


investments of Investors Syndicate of Canada Limited was held as mort- 
gages, one-fifth consisted of securities, 3 percent was in the form of loans to 
certificate-holders and the remaining 2 percent was comprised of cash. Of 
the mortgages held, 54 percent represented National Housing Act loans. 
Of the total value of securities held, about one-half was contributed by 
bonds, two-fifths by preferred stock and one-tenth by common stock.*? 


We cannot present comprehensive asset distributions for the mutual 
and closed-end companies. Not all the companies publish information on 
the distribution of their assets, and those that do give such information do 
not give it in any standard form. We shall content ourselves therefore with 
a brief discussion of the portfolios of a few selected companies. 


The largest of the resident mutual companies is Investors Mutual of 
Canada Limited.*t As of the 31st of October, 1957, this company had 
two-thirds of its net assets in common stocks (valued at market prices), 
15 percent in preferred stocks, 14 percent in corporate bonds and the 
remaining 5 percent in cash and government bonds. The common stocks 
portfolio was made up of stocks in 104 different companies, in a wide 
variety of activities, industrial, commercial, financial and service. 


40 The figures cited are computed from information given in the annual report for the year 1957 
of Investors Syndicate of Canada Limited. 
41 qne Jnformayon cited is taken from the 1957 annual report of Investors Mutual of Canada 
imited. 
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Table 7.5 
PERCENTAGE INCREASES IN THE ASSETS OF 
CANADIAN RESIDENT INVESTMENT COMPANIES 


1946-51 1951-56 1946-56 

1. Investors Syndicate of Canada Limited........ 3139, Hisy, T3857 
2. Open-end ;non-leverage.. . << coeae occ os ccce.. 487 228 1,828 
SRRO NCI CMG leverage ees le het ee — 536 — 
TOtalOPen-eNG OF ANNUAL. «cose eee 6 Ss a 496 233 1,884 
4. Closed-end,; non-leveragey is) iG. ooo eon cw. 34 101 170 
SeGlosed-end, leverage ts ai edog bes Ackil uss ah 30 79 133 
Mota nclosed-endmeerm. heise ote ose ee ks 31 85 143 
CHACON a. raat Reinet asia! bots d cic koved 98 134 364 


Source: Table 7.4. 


The next largest resident mutual fund, Canadian Investment Fund, had 
an investment portfolio consisting of 71 percent common stocks, 5 percent 
preferred stocks, 16 percent Government of Canada Bonds and 7 percent 
cash.#? 


There is considerable diversity among the portfolios of the resident 
mutual companies. One fund‘? recently established will invest all of its 
assets in bonds, corporate and government. Another fund‘ had substan- 
tially less than 50 percent of its portfolio in common stock; it had 33 per- 
cent of its assets in common stock, 29 percent in preferred stock and 38 
percent in cash and bonds at the end of 1956. 


The largest of the closed-end companies is the Argus Corporation 
which is a specialized investment company which invests sizable amounts 
in a limited number of companies, and exercises effective control over 
some of these companies. For this reason it is rather unique among Cana- 
dian investment companies. The next largest is Canadian General Invest- 
ments Limited, at the end of 1956 it held 87 percent of its portfolio in 
common stocks and another 11 percent in preferred stocks. The next two 
largest companies held 67 and 61 percent of their assets in common stocks 
at the end of 1956. There is again however, considerable diversity among 
these companies in respect of their portfolios. 


The non-resident mutual funds also invest largely in common stocks. 
The two largest of these companies, Canada General Fund (1954) Limited 
and Scudder Fund of Canada Limited have typically invested well over 90 
percent of their assets in common stocks. None of these funds invests in 
securities of United States corporations or other bodies, they thereby avoid 
liability to the United States government for taxes. 


42 The information is taken from 1957 annual report of the company. 
43 Mutual Bond Fund. 
44 Timed Investment Fund Limited. 
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2. The Regulators of the Flows of Funds 


(a) Legislation 
(i) Income tax legislation 


The income tax legislation in Canada gives special tax consider- 
ation to those investment companies which conform to specified require- 
ments. Accordingly the Income Tax Act as we shall see affects to some 
degree the portfolios of these companies and hence the flow of their funds 
into the capital market. The non-resident investment companies were 
formed very largely to exploit provisions of the income tax legislation in 
both Canada and the United States. We shall review these two aspects of 
the effects of income tax legislation on investment companies and the flows 


of their funds. 


An investment company in Canada is required to pay a tax of 20 per- 
cent of its taxable income. Dividends paid by an investment corporation to 
another Canadian corporation are free of tax in the hands of the receiving 
corporation. Dividends paid by an investment company to a resident of 
Canada are taxable in his hands but the receiver may deduct 20 percent 
of the dividend from his tax liability.*® 


To qualify for special consideration as an investment company under 
the Income Tax Act, a company must satisfy the following conditions 
throughout the relevant taxation year: 


(a) at least 80 percent of its property must have been shares, bonds, 
marketable securities or cash; 


(b) not less than 95 percent of its income must have been from 
these financial assets just mentioned; 


(c) not less than 60 percent of its gross revenue must have been 
from taxable corporations; 


(d) not more than 10 percent of its property may have been in 
the shares, bonds or securities of any one corporation or debtor 
(except governments of Canada); 


(e) its shares must have been held by at least 50 persons with no 
one person holding more than 25 percent; 


(f) not less than 85 percent of its gross income less taxes must 
have been distributed to shareholders before the end of the 
year.*® 


45 Prior to 1955 an investment company which complied with certain conditions could elect to be 
exempt from tax. However, as a result of this election, its shareholders were not entitled to 
claim the 20 percent dividend credit for dividends received from it. 


46 The so-called accumulating funds may meet this requirement by a method such as that adopted 
by Investors Growth Fund of Canada Limited, which in its Prospectus of November 25, 1957, 
states that: “It is the present plan of the Company to declare and pay dividends to its share- 
holders only once per year. Since this Fund -has been created as a fully accumulative fund, no 
application for shares will be accepted unless accompanied by written authority of the share- 
holder to have all dividends declared by the Fund reinvested in additional shares at their asset 
value... Reinvested dividends will be taxable in the shareholders hands as though received in 
cash and will be eligible for the 20 percent tax credit granted on dividends from Canadian 
corporations’’. 
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In particular these regulations encourage investment companies to 
invest some three-fifths of their funds in taxable corporations. Moreover 
since the general feature of the Canadian income tax law by which dividends 
paid by one Canadian taxable corporation to another are not subject to 
tax in the hands of the receiving corporation applies also to investment 
companies, an additional incentive is provided to these companies to invest 
in the stocks (preferred or common) of Canadian companies. Some diver- 
sification of assets is also encouraged by the provisions limiting investments 
in the securities of any one issuer. 


In 1954 a regulation of the Securities Exchange Commission of the 
United States permitted Canadian investment companies that met specified 
requirements, to register with the Commission and sell their shares publicly 
in the United States. The passing of this regulation removed a technical 
obstacle which had prevented American investors from taking full advant- 
age of certain features of income tax laws in the two countries. Promoters 
of public companies had pressed for the removal of this obstacle and when 
the regulation was promulgated were quick to establish non-resident Cana- 
dian investment companies to sell shares to American investors.47 In 
brief, a Canadian investment company may be so set up as to permit 
United States investors in such a company to derive a return which in 
their hands will not be taxed at more than the capital gains tax which is 
generally lower than the rates on individual income and which has a 
maximum rate of 25 percent. A principal consideration favouring com- 
panies incorporated in Canada over companies incorporated in the United 
States for this purpose is that accumulated income and capital gains of 
investment companies in the United States are taxed (at a rate that varies 
from state to state but which is at least 25 percent, whereas in Canada 
corporations in general are treated more favourably in this respect and 
companies which wish to elect to be taxed as non-resident investment 
companies may escape any special tax on accumulated earnings. 


In Canada an investment company may choose to qualify for taxation 
as an investment company or as an ordinary corporation or it may elect 
to be taxed as a “non-resident-owned investment corporation”. To be 
taxed as an investment company, at least 85 percent of income after taxes 
must be distributed to shareholders each year as we have seen; we shall 
therefore consider here the other two methods of taxing investment com- 
panies in Canada. If a Canadian investment company wishes to elect to 
be taxed as a non-resident-owned investment corporation it must meet 
certain conditions: 

(a) at least 95 percent of the value of its issued shares and all of its 

indebtedness must be owned by or on behalf of non-residents; 


(b) it must derive its income from owning or trading in bonds, shares, 
debentures, mortgages, notes and the like from lending money, 


47 Prior te this development one or two closely held American companies had invested significant 
amounts in Canadian securities but their shares were not sold publicly. 
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from rents or from estates and trusts, but not more than 10 per- 
cent of its income may be derived from rents and its principal 
business must not be the making of loans or trading in mortgages, 
bills, notes and the like. 


Non-resident-owned corporations are taxed at the rate of 15 percent of 
their taxable income computed so as to include dividends from taxable 
Canadian corporations as well as other income (except dividends and 
interest received from other non-resident-owned investment corporations ) .48 
In general dividends paid by non-resident-owned investment corporations 
are not subject to withholding tax. 


Since these companies for the most part accumulate their income and 
capital gains, the American investor is taxed only at the rate of the capital 
gains tax on the capital gain he may enjoy on disposing of his shares either 
in the open market or directly to the company. 


Canadian investment companies owned predominantly by investors in 
the United States may elect to be taxed as an ordinary Canadian corporation. 
In this case the company pays no tax on dividends from taxable Canadian 
corporations, and its taxable income is therefore comprised largely of 
dividends from corporations not taxable in Canada and of interest earnings. 
The American investor may dispose of his shares on the open market or 
may have his shares redeemed by the company. In the former case he is 
liable only for the capital gains tax; in the latter case he also suffers a 
15 percent withholding tax (paid by the company to the Canadian author- 
ities) which may be offset against the capital gains tax. 


As of the end of April 1957, four of the non-resident investment com- 
panies listed above were being taxed as ordinary Canadian corporations and 
four as “non-resident-owned investment corporations”.*9 Irrespective of 
the way the companies elect to be taxed by the Canadian authorities they 
provide a medium to American investors for investment in Canadian 
securities which has decided tax advantages for these investors. These 
investors pay no income tax as such (only capital gains tax) to the American 
authorities. If they made their investments in Canadian securities as indi- 
viduals, they would be subject to income tax (less withholding tax) and to 
capital gains tax. If they made their investments through investment funds 
incorporated in the United States they would be subject to income tax 
on the distributions of earnings required of these companies under United 
States law and to the capital gains tax on the disposal of their securities. 
Moreover, the companies themselves would be taxed on any accumulated 
earnings. 


Thus, in summary, because of certain particular features of the tax laws 
in Canada and the United States relating to the taxing of accumulated 


48 Taxes paid to foreign governments may be deducted from income, but interest on indebtedness 
may not. 
49 The writer is grateful to Wood Gundy and Co. Limited for supplying this information. 
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earnings, of capital gains, of dividends and of income generally, investment 
companies have been established with the approval of the Securities 
Exchange Commission in the United States,°° which have since 1954 
directed American capital into Canadian securities especially common 
stocks in an amount upwards of $300 million.5' Since the terms of the 
Investment Company Act in the United States under which the companies 
are registered and the by-laws of the companies themselves preclude the 
obtaining of dominant interest in any of the corporations in which they 
invest, the funds they supply are strictly in the nature of portfolio invest- 
ment and not funds seeking control over Canadian enterprise. 


(ii) The Securities Acts 


The securities acts of the various provinces affect the flows of funds 
to and from the investment companies in a general way. The Securities 
Act of Ontario for example in a special part devoted to investment com- 
panies”” sets forth the conditions to be satisfied in making “primary” distri- 
butions to the public of the shares of such companies.®? In general the 
Act requires the filing of prospectuses and financial statements providing 
“full, true and plain disclosure” of all material facts relating to the securities 
being offered. The Securities Act of Ontario does not regulate the com- 
position of the portfolios of investment companies, though the composition 
of the portfolio must be disclosed in the documents filed with the Securities 
Commission prior to the distribution of its securities. 


The Investment Company Act of the United States under which non- 
resident Canadian investment companies are registered with the Securities 
Exchange Commission in some respects goes rather further in regulating 
the activities of investment companies under its jurisdiction. For example 
this Act requires a detailed registration statement including a recital of 
fundamental policies which cannot be changed without stockholder approval. 
It further requires of companies registered as diversified companies that 
with respect to at least 75 percent of their assets, their investments be 
sO spread that not more than 5 percent of their assets are invested in 
any one corporation and not more than 10 percent of the voting securities 
of any one corporation are owned. 


50 This approval is however conditional upon the satisfying of a number of requirements such 
as: (i) substantially all of the funds’ property must be kept in the United States with United 
States custodians, (ii) the custodian must ‘‘consummate all purchases and sales of securities ... 
other than purchases and sales on an established securities exchange, through the delivery of 
securities and receipt of cash, or vice versa as the case may be, within the United States’’. 


51 For a detailed discussion of the tax legislation in Canada and the United States as it affects 
these companies see Leonard Bruce Boehner, ‘‘Canadian Investment Companies and Tax 
Savings”, National Tax Journal, Vol. TX, 1956, pp. 166-176. 


52 Investment companies are defined by this Act as follows: “A company, other than a company 
recognized by the (Ontario Securities) Commission as a mining company or an industrial 
company, whose principal business is the acquisition of or the investment in the securities of 
other companies whether for the purpose of acquiring control or management of such companies 
or for the purpose of deriving revenue from such securities and includes a company, other than 
an issuer within the meaning of The Investment Contracts Act, which issues investment certifi- 
cates, investment contracts, savings certificates, savings contracts or securities of a like nature’. 


RES OVE LIS 0 me S51 esl clea): 
53 —S«R.S.0., 1950, C. 351, s. 40. 
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(b) Other regulators 


In reviewing the effect of taxes on the investment companies’ flows 
of funds we referred to the condition in the Canadian legislation whereby 
a resident-owned company, in order to be taxed as an investment company, 
must avoid having more than 10 percent of its property invested in the 
liabilities of one company or private debtor. Although most Canadian 
resident companies may be classified as “management” companies, that is, 
as free of charter restrictions on the portfolios they may carry, there are 
many companies whose investment practices are subject to such restric- 
tions. 


Several companies have restrictions that prevent them from investing 
more than 5 or 10 percent of their assets in any one security or in the 
securities of any one company (securities of the governments of Canada, 
the United States and the United Kingdom are usually excepted). 


At least half a dozen companies have restrictions that refer to the 
securities eligible for the portfolios of life insurance companies. Thus, 
Investors Syndicate of Canada undertakes to keep reserves at least equal 
to the aggregate surrender value of its certificates invested in cash or 
investments eligible for Canadian life insurance companies. Two further 
examples are Economic Investment Trust Limited which is required to 
keep at least 50 percent of its assets invested in securities eligible for life 
companies, and Investors Mutual of Canada which undertakes to keep 
at least 40 percent of its assets so invested. 


In one or two cases such as Resources of Canada Limited and Cor- 
porate Investors Limited, there are restrictions relating to the proportion 
of assets that may be invested in the shares of companies not long esta- 
blished or which have not paid dividends in the last three years. In a 
few cases such as the All Canadian Dividend Fund and Diversified Income 
Shares for example, investment of all or part of the assets is restricted to 
the securities of a specified list of companies or issuers. In some instances, 
the holdings of the company are restricted entirely to the shares of an 
associated investment company. Thus the assets of the Mutual Income 
Fund are invested entirely in shares of Mutual Accumulating Fund. 


The non-resident companies too, have restrictions in their charters 
or by-laws in addition to those already mentioned. Thus, for example, 
Scudder Fund of Canada Limited may not own more than 5 percent of 
the voting securities of any company and may not invest more than 5 
percent of its assets in companies less than three years old. 


Investment policy of the companies is, of course, also affected not 
only by the charter and by-law provisions but also by the objectives of 
the companies and by the existing and expected relative prices and yields 
of financial assets. Several of the resident-owned companies invest part, 
at least, of their assets with the object of obtaining control of operating 
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companies. Others are expressly restricted from holding more than a 
small proportion of the voting stock of the companies in which they 
invest. Some companies emphasize growth in the market value of their 
holdings, others give more emphasis to regularity of income from invest- 
ments. Most emphasize diversity of holdings in their investment strategy 
although “diversity” is variously defined. “Diversity” may refer to the 
spreading of investments among a variety of industries, or among a variety 
of kinds of securities (common stocks, preferred stocks, industrial bonds, 
government bonds) or among securities deemed to have varying chances of 
capital appreciation. 


The overriding investment policy, together with income tax and charter 
restrictions will govern the degree of sensitivity of the companies to changes 
or expected changes in relative yields and prices of securities. The so- 
called “fixed” investment trust in which management is restricted to invest- 
ment in a list of specified securities is much less important, relatively, today 
than it once was; management of the funds today is generally accorded 
very free rein to choose and shift investments at its discretion. There is 
considerable shifting of portfolios as can be judged by even casual inspection 
of those published. Of course the so-called common stock funds which 
invest upwards of 80 or 90 percent of their assets in common stocks as 
a matter of policy will be relatively insensitive to changes in bond yields 
as compared with stock yields; similarly the so-called balanced funds will 
weigh the advantages of responding to emerging yield differentials against 
the requirements of their balancing strategy. But in general, one would 
suppose that the managers of these funds must be counted among the more 
sensitive investors in the capital market. A considerable amount of very 
detailed research would be required to prepare a well documented account 
of the sensitivity of these investors. Much information for such a research 
programme is available; the prices of traded stocks are available and many 
of the companies, especially the mutual funds, publish the details of their 
portfolios frequently, in some cases even quarterly. We have not been able 
to undertake such detailed research for this study however. 


D. Life Insurance Companies 
1. A Factual Review 


Life insurance contracts are written in Canada by companies and 
by fraternal benefit societies. Most of these organizations are registered 
with federal authorities as well as licensed by provincial authorities. Except 
in Nova Scotia all organizations must be licensed in each province in which 
they do business. The net value of all life insurance policies in force in 
Canada at the end of 1956 was $31.3 billion. (See Table 7.6). Policies 
representing 93 percent of this amount were held with companies regis- 
tered by the federal authorities. It is with these companies that we shall 
be principally concerned in this section. 
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Table 7.6 


VALUE OF LIFE INSURANCE POLICIES IN FORCE IN CANADA 
DECEMBER 31, 1956 


$ Billion Percent 
Federally registered organizations 
COMpaniies oc ena sceeaec acre oma ee ee 29:1 93.0 
Fraternal benefit societies. Kaa eae. oe eee 4 eS 
POCA Dae cs oe othe oa hee Pel Cert te ae 29.5 94.3 
Provincially licensed organizations 
COnmpanies &,.\.50% Sok Vale een tae tae ae 1.4 4.6 
Fraternal benefit. societies mam:.eiaainu-a eee ee 4 led 
Total os ante 0. Vee aha ee eee 1.8 SE 
Grand-“Total, \ aay ;..aeeae aa see cid eee ee S155 100.0 
(a) Assets 


At the end of 1956 the total assets of Canadian life insurance 
companies and the assets in Canada of foreign life insurance companies®! 
totalled 8.2 billion dollars.*> The assets of the Canadian chartered banks 
at the end of 1956 were $13.4 billion. The assets of Canadian life insurance 
companies have grown at an annual average compound rate of about 
6’ percent since 1926, whereas the growth of gross national product in 
current dollars, from the period 1926-28 to the period 1954-56, is given at 
an annual average compound rate of a little less than 534 percent. 


In Table 7.7 an historical comparison of the distribution of the assets 
of Canadian life insurance companies by broad categories of assets is 
shown. In Table 7.8 a rather more detailed statement of the assets of 
Canadian companies as of the end of 1956 may be found. In round figures, 
the Canadian companies at the end of 1956 held about one-half of their 
total assets in bonds, a third in mortgages and agreements of sale, a 
twentieth in stocks of all kinds and the other one-eighth in policy loans, 
real estate, cash and miscellaneous assets. The proportion of bonds in 
the portfolios was swelled by the two world wars, with the acquisition of 
federal government bonds. In 1945 Canadian companies held one-third 
of their assets in Canadian federal government bonds, but by the end 
of 1956 this proportion had been reduced to one-twentieth. There has 
been since the 1880’s a secular increase in the proportion of corporation 
bonds in the portfolios and a decrease in the proportion of municipal 
bonds. There has also been a secular decline in the proportions of policy 
loans, collateral loans (these are now insignificant) and “other assets” in 


4 We shall mean by “Canadian companies’’ companies incorporated under federal or provincial law in Ca- 
nada and registered with the Federal Department of Insurance; by “foreign companies’’ we shall mean 
all other companies registered with the Department of Insurance. 


Total assets of Canadian fraternal benefit societies and assets in Canada of foreign societies 
totalled $159 million at the end of 1956. The assets of provincial companies were probably 
somewhat over $100 million. The information for federally registered organizations is from the 
Report of the Superintendent of Insurance for Canada, 1956, Vol. I. 
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the portfolios. Mortgages before the thirties occupied about one-third of 
the portfolio though they were rather lower after the first war.5* At the 
end of World War II they were less important again, but since then 
have regained their former place. The role of stocks in the portfolios is 
coloured by the investment practices of one company in particular in the 
twenties and thirties. The Sun Life Company, by far the largest company 
in Canada (having about 39 percent of the assets of all Canadian 
companies in 1930 and 30 percent in 1956) invested very heavily 
in common stocks in this period. In 1930 this company had just over 
50 percent of its assets invested in common stocks (book values) .57 
But in all the other Canadian companies investment in stocks has been 
at a very much lower level, though practice among the companies has 
differed somewhat. In 1930 Canadian companies other than the Sun, had 
3.34 percent of their assets invested in stocks (common and preferred) and 
in 1956 all Canadian companies had 5.3 percent of their assets invested in 
stocks. 


We have mentioned that one company in Canada owned 30 percent 
of the assets of all Canadian companies at the end of 1956. In Table 
7.8 we present distributions of numbers of companies and their assets by 
sizes of assets. Canadian and foreign companies are shown separately in 
this table. Among the Canadian companies, six companies control about 
three-quarters of the assets. Among the foreign companies one company 
controls 45 percent of the assets in Canada. Altogether seven of the 
eighty-three federally registered companies operating in Canada control 
just over two-thirds of the total assets of Canadian companies plus the 
assets in Canada of foreign companies. 


There are some differences in the investment patterns of companies of 
different sizes. In Table 7.9 we show distributions of assets among classes 
of assets for groups of companies of different sizes as of the end of 1956. 
Among the Canadian companies, the Sun Life is shown separately in the 
category “over $2 billion”. This company has rather higher proportions 
of its assets in bonds, stocks and cash and lower proportions in the other 
categories of assets than do the other Canadian companies. Considering 
the other Canadian companies we find that the proportion of assets 
invested in bonds increases with decreasing size of company while the pro- 
portion in mortgages decreases with decreasing size of company. The 
proportion in stocks, excluding the Sun Life, is smaller for large companies 
than for smaller companies. Among the foreign companies generally, a 
larger percentage of assets in Canada is invested in bonds than is true of 
total assets of Canadian companies, though the smaller foreign companies 
invest a higher proportion of their assets in bonds than do the larger com- 
panies. Also as with the Canadian companies, the larger foreign companies 


56 In interpreting the figures shown for 1930, allowance must be made for the influence of the Sun 
Life Assurance Co. on the figures. Companies other than the Sun held some 35 percent of their 
assets in mortgages and agreements of sale at the end of 1930. 


57 Such a high investment in common stocks is not now legally possible for Canadian companies. 
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Table 7.8 


DISTRIBUTION OF FEDERALLY REGISTERED LIFE INSURANCE COMPANIES 
AND COMPANY ASSETS BY SIZE OF ASSETS, AS AT THE END OF 1956 


Canadian Companies Foreign Companies 


Asset Class Companies Assets Companies Assets 


No. | Percent |$ Million] Percent | No. | Percent $ Million} Percent 


$2 billion and over 1a Sal 2,008 30.1 0 0 
Over $1 billion 
and under $2 
billionwee ee 0) 0 0 0 0 0 
Over $500 million 
and under $1 
Dillion wee 5 15.6 2,943 44.1 1b 2.0 683 44.6 
Over $100 million 
and under $500 
OUUNONN s oe owe 5 15.6 RAIS) 18.2 2 3.9 532 34.7 
Over $25 million 
and under $100 


mullione eerie 10 Bile 417 6.3 4 7.8 220 14.4 
Over $1 million 
and under $25 
THILO eee 10 Sill 33 86 1.3} if) 29.4 88 5.8 
$1 million and 
LINGCE ee ee 1 3.1 1 — 29 56.9 9 6 
dhotalen tae Be 100.0 6,670 100.0 51 100.0 eS)sp7 100.0 


a Sun Life Assurance Company of Canada. 
b Metropolitan Life Insurance Company. 


Source: Report of the Superintendent of Insurance for Canada, 1956 Vol. 1, pp. 24A-25A and 50A-53A. Assets 
are total assets of Canadian companies at book values and assets in Canada of foreign companies 
at market values. 


invest a higher percentage of their assets in mortgages than do the smaller 
companies. The smaller companies invest relatively more heavily in stocks 
than the larger companies, and it may be noted that among the larger 
companies, the British one, (The Standard Life Assurance Co.) though the 
smallest of the three®® has by far the largest relative investment in stocks 
of the companies in this group. This is to be attributed to the fact that it 
is a British company. 


There is a very great difference between the investment patterns of 
North American companies on the one hand and companies in the United 
Kingdom on the other hand as is shown in the classification of assets of 
companies in the U.K., the U.S., and Canada in Table 7.10. The most 
striking differences are in the proportions of assets invested in stocks, 
mortgages and policy loans. The British companies invest of the order 
of 15 percent of their assets in mortgages®® and policy loans, while Cana- 
dian and U.S. companies invest about one-third in mortgages and another 


58 The Metropolitan Life Company and The Prudential Insurance Company of America are the 
other two companies in this group. 

59 There are some differences in the types of institutions operating in North American as compared 
with British capital markets that in part account for this, for example the very important role in 
the British mortgage market of the building societies. 
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Table 7.9 
DISTRIBUTIONS OF ASSETS BY SIZE OF COMPANY 
(percentages) 
Mort- Policy 
gages Loans 
Assets Bonds | Stocks| and Real and Cash | Other | Total 
Agree- | Estate | Colla- Assets 
ments teral 
of Sale Loans 


Canadian Companies: 
Over $2 billion....} 60.0 Heil 23.0 DD 4.1 1.4 i 100.0 
Over $500 million 

and under $1 

lo, 6 ooo gee ASS 3.9 40.3 3.0 4.7 0.3 2 100.0 
Over $100 million 

and under $500 


OMNIS So oe ye 48.5 5.0 34.4 3.4 5.8 0.7 DD) 100.0 
$100 million and 


UNC CR stetyeterer nets 50.8 4.85 | 33.6 Pbs8 5.8 0.35 2.3 100.0 


All Canadian 
Companies-mee 50.7 a3 3h 5) 2.8 4.8 1.0 1.9 100.0 


Foreign Companies: 
Over $100 million 
and under $1 


Dilltone ere eee 68.9 2.9 DAS 0.3 4.5 0.6 IES 100.0 
$100 million and 

WINGER Goccodsas 76.4 3 9.6 1.0 4.1 2.0 1.8 100.0 
All Foreign 

Companies.....} 70.5 3.4 19.0 0.4 4.4 0.9 1.4 100.0 
All Companies....| 54.4 5.0 30.8 2.3} 4.7 1.0 1.8 100.0 


Source: Report of the Superintendent of Insurance for Canada, 1956 Vol. 1, pp. 24A-25A and 50A-53A. Assets 

pees aa of Canadian companies at book values and assets in Canada of foreign companies at 
4 or 5 percent in policy loans. The British companies invest over one-fifth 
of their assets in stocks (22 percent at the end of 1956) while the Canadian 
companies invest a little over 5 percent and the American companies even 
less (3.65 percent at the end of 1956). The British companies invest 
rather less in bonds and rather more in real estate, cash and other assets 
than do North American companies. 


The British insurance companies have been increasing the proportion 
of their assets invested in common shares since the end of the First World 
War, though the trend was interrupted by the Second World War. In 
1922 for example British life insurance companies had 3.1 percent of 
their assets in common shares. In 1937 the figure was 9.8 percent. In 
1951 it was some 11 percent and as we have seen at the end of 1956 
it was well over 15 percent. At the end of 1956 none of the 42 companies 
whose investments are reported annually in The Economist had as low 
a proportion of its assets in common stocks as the average for Canadian 
companies or the average for United States companies. There were three 
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of these British companies with over 30 percent of their assets in common 
stocks and there were eighteen of them with 20 percent or more of their 
assets in common stocks. The ratio in the United States has not shown 
the rising trend exhibited by the British companies. 


Table 7.10 
CLASSIFICATION OF THE ASSETS OF LIFE INSURANCE COMPANIES AS AT THE 
END OF 1956 
CANADIAN COMPANIES, FOREIGN COMPANIES IN CANADA, COMPANIES IN 
THE UNITED STATES AND COMPANIES IN THE UNITED KINGDOM 


(percentages) 
Com- Com- Foreign All 
panies panies Cana- Com- Com- 
in the in the dian panies panies 
United United Com- in in 
Kingdom States panies Canada | Canada 
IBONUSH ete nice tet sce cates eee 46.8 Sil 50.7 70.5 54.4 
Central government......... DESH 7.9 5.0 
Other government........... 9.4 15.9 
IDOMESHC a et amen eee DEA 5) 
ROLeisit erent ce see 6.4 
Corporateyar is tree Pee Sa 29.8 
Domestic shan Nal, hee Scat, 38.1 14.3 
FOrciony. tae ae sere oo, 115.55 
Total foreign (government 
and corporate) css... 2.8 21.9 
DOCKS re oe Se emcee ems SS DOS 3.6 523 3.4 5.0 
Preferred Mae 7 ee eke 8 6.9 lod 
IDOMESHC Mile tai. eh ok 1.6 4 
Oreionie meters core oe ies! 
Common eee 15.4 3.6 
DONTE HG irs ee hse 2.0 aS) 
HORS soridadeateBeroone Ded 
Total foreign and (preferred 
ana Common) i ee ts Ass — 4.0 
Mortgages and agreements of sale 34.4 B35) 19.0 30.8 
14.8 
Policy loans and collateral loans. 3hi/ 4.8 4.4 4.7 
Real Estates. chy. eee ke. Teil 2.9 2.8 4 2.4 
CBE eat een tk Ae, ck ee 1.3 1.0 9 1.0 
8.4 
Other ASseIs 5 oh ert ee 2,4 ‘ 238) 1.9 1.4 1.8 
JU OAD ire ta a es cg cis 100.0 100.0 100.0 100.0 100.0 


Sources for Table 7.10 


Companies in the United Kingdom: These are the consolidated assets at book value of 44 offices as reported 
in The Economist, July 13, 1957, special section entitled ‘“‘British Insurance’’, 
Pe. 


Companies in the United States: These are all assets of all United States legal reserve life insurance companies. 
The assets are at annual statement asset value, with bonds at amortized 
values and stocks at market values. The figures are taken from Business 
Statistics, 1957, United States Department of Commerce, p. 88. 


Canadian Companies: The figures pertain to the total assets at book values, of Canadian companies 
and are taken from Reports of the Superintendent of Insurance for Canada, 
1956. 


Foreign Companies in Canada: The figures pertain to the assets at market values in Canada of foreign 
companies whether on deposit with the Minister of Finance or a trustee 
or otherwise held for the protection of Canadian policyholders and are 
taken from Report of the Superintendent of Insurance for Canada, 1956. 337 
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(b) The value and character of contracts written 


Turning from the assets of life insurance companies to the value 
and character of the contracts they write, we find that the rate of growth 
of insurance in force has been growing since the mid-thirties and at an 
increasing rate. In the quinquennium from the end of 1935 to the end of 
1940 the value of insurance in force rose by 11 percent. From 1950 to 
1955 it rose by 62 percent. (See Table 7.11). This fact of growth has 
important implications for the investment policy of the companies as will 
be shown below. The distribution of insurance in force by broad classes 
of insurance is shown in Table 7.11. There has been a marked decline in 
the proportion of industrial insurance, and a striking rise, especially since 
the end of World War II, in the proportion of group insurance. Group 
insurance has grown at the expense of ordinary and industrial insurance. 
Whereas during 1945 about 6 percent of the insurance effected was group 
insurance, during 1956 this class accounted for some 23 percent of the 
total effected. From the end of 1945 to the end of 1956 the increase in 
group insurance in force was just over one-third of the total increase in 
insurance in force. The growing importance of group contracts is to be 
seen in the annuity side of the life insurance business as well. Consi- 


Table 7.11 


STATISTICS OF INSURANCE IN FORCE AND INSURANCE EFFECTED IN CANADA 
SELECTED YEARS 


A 


Distribution by Type of Insurance in Force 


Total Group Insurance 
Year Ordinary | Industrial | Group — —| asa percent of 
Percent | $ Million | Insurance Effected 
1930/8 79.4 1352 7.4 100.0 6,492 6.7 
LOSS Steve 78.7 i132? 8.1 100.0 6,259 Sal 
1940.05... 76.2 1BeS 10.5 100.0 6,975 4.6 
MOA Si pee 75.6 13:5 10.9 100.0 9,751 5.8 
TOS Ores 73.8 9.8 16.4 100.0 15,746 BRS) 
19555 Sees 69.3 6.6 24.1 100.0 25,452 18.9 
IRG4 cod oe 68.3 Shi 26.0 100.0 29,087 23.1 
B 


The Value of Insurance in Force in Canada 


Rate of Growth per Quinquennium 


1930-1935 create a oks nie o slamcte Heke ois a Sete toe ees — 3.6% 
DDS Dal GAO cies ataik oie « <aiuis mts carrot ike SER RE an 11.4 
BLEUE SG a ane pagel He dg tik Rar i-sir nee nie ge 39.8 
DOSS ALI OW Bist oes statele Sw aa vis esp ae Oh ee ae 61.5 
JERI Ey oe ePeen tar aerTe maar nye! ME on 61.6 


Source: Reports of the Superintendent of Insurance for Canada. 
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dering the distribution of annuities in force in terms of the annual pay- 
ments for which the companies have liability, one finds that group annuities 
are now by a wide margin the preponderant form of annuity, whereas twenty 
vears ago individual annuities were much more important. At the end of 
the war the liability for annual payments was 55 percent of the total 
liability for annual payments under annuity contracts; at the end of 1956 
this figure was 85 percent. (See Table 7.12). The ascendency of group 
annuities with life insurance companies is an aspect of the very rapid 
growth of industrial pensions plans in recent years. 


(c) The Transactions Accounts and Policyholder Saving 


The National Transactions Accounts also provide an indication 
of the pattern of investments and the growth of the business in the post- 
war years. The details may be found in Part VI below. The totals of the 
financial flows for the first nine post-war years are shown in Table 7.13. 
The very much larger flows of funds into mortgages and bonds of corpora- 
tions (and non-Canadian governments) as compared with stocks and 
provincial and municipal bonds may clearly be seen, as well as the substantial 
net decline in holdings of federal government bonds in reaction to the 


large war-time increase in holdings of these assets. 
5 


The credit item opposite “insurance and pensions” warrants special 
comment. It is the counterpart of what is sometimes referred to as “policy- 
holder saving” through federally registered and provincial life insurance 
companies, and includes such saving through annuity contracts (group 
and otherwise) as well as through life insurance contracts. A more 
detailed and technical account of its calculation may be found in Part VI 
below, here only a brief statement of the notion is offered. In the national 
income and expenditure accounts the insurance companies are deemed 
to act as agents for their policyholders; this treatment is also followed 
in the transactions accounts. The income the companies receive from 


Table 7.12 
DISTRIBUTION OF ANNUITIES IN FORCE AS MEASURED 
BY ANNUAL PAYMENT 
Settlement 
Individual Group and - Total 
Year Annuity Annuity Disabiity) | ———— 
Annuity Percent $ Million 

L930 see etn: DUS) 37.9 36.9 100.0 6 
1935 sea eens 48.5 29.4 22.1 100.0 18 
194 Oe ret as ters A tas 39.4 49.4 lei 100.0 50 
SA Sie. err eee 35.0 55.4 9.6 100.0 79 
1950 Pe eee 20.1 74.7 5 100.0 203 
LOS Sat. eeeeaetocunn: 13.4 83.0 3.6 100.0 382 
MOS Geant centre eck ial 84.6 3.3 100.0 474 


Source: Reports of the Superintendent of Insurance for Canada. 


339 


340 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


Table 7.13 


FINANCIAL AND “OTHER” TRANSACTIONS OF FEDERALLY 
REGISTERED AND PROVINCIAL LIFE INSURANCE COMPANIES, 1946-1954 


(millions of dollars) 


Debits Credits 

Saving minus Investments... ec cdies ees ee ee — 15 
Currency and Bank Depositsit....--. 00. eo) eee — | 

Bank Loans: Re o).< ie ex ele an One ten. — 7 
Other Loans... tes ere hee eee ce ee 92 
Claims on Associated Enterprises............-c0eeeeceeee —206 
Mortgages ©. ts SUIS ee Ee ie eee 1,281 
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investments is regarded as part of consumer income and the companies’ 
expenses and profits are regarded as a fee for administrative services paid 
by consumers as part of consumer expenditure. The difference between 
the companies’ income from investments and the total of their expenses 
and profits is therefore recorded in national accounts as part of consumer 
saving. We may think of it as an imputed premium paid for insurance 
and annuities. If to this imputed premium we add the difference between 
cash premiums paid and cash claims received by the consumer sector we 
obtain the item referred to as “policyholder saving” and recorded as a 
credit for the consumer sector in the category “insurance and pensions”. 
In Table 7.14 policyholder saving (or consumer saving) through federally 
registered and provincial life insurance companies is shown as a percentage 
of total consumer saving as recorded in the national accounts. The ratic 
averages out over the first nine post-war years at about one-quarter. Of the 
total of policyholder saving over the years 1946 to 1954, 71 percent was 
accomplished through Canadian life companies, 25 percent through foreign 
companies and the remainder through provincial companies. 


(d) Some factors affecting the size of the pool of funds under 
administration 


In most life insurance contracts, the insured pays in advance for 
the protection he seeks and the company anticipates earnings on the pre- 
payments in setting its rates. The protection sought may be against dying 
(an insurance contract) or against living (an annuity contract) or a 
combination of both. The amount of prepayment varies with the type of 
contract. The fact of prepayment is the key to the importance of the life 
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Table 7.14 
CONSUMER SAVING THROUGH FEDERALLY REGISTERED AND PROVINCIAL 
LIFE INSURANCE COMPANIES AS A PERCENTAGE OF TOTAL 
CONSUMER SAVING, 1946 TO 1954 


Consumer Saving 
Through Federally Consumer 
Registered Life Saving Ratio 
Year Insurance Companies 
TAG he ses 58 Ai tues ond ah 190 892 21.3 
|e Fa de lg § Sak pach i le a Ra 228 494 46.1 
LAS tas seve ANAK ts, at D292 994 213 
14D Da pames eh ath. axive Melee ale 231 926 24.9 
Lee tore watt Tee DS) 662 38.0 
LOSERS. Cael SD. Sa toate: 235 1,134 20.7 
RS SPAT Er, oe ea 271 1,291 21.0 
ISTO Rerec ee te cae ree 302 ie S192 23.0 
19S 4 eres SNe eit ee 6 327 809 40.4 
OCA re ven eanlS ac cere ka 2,246 8,514 26.4 


insurance companies as intermediaries —as reservoirs in the flows of 
funds — in the capital market. 


The attractiveness of a contract which allows prepayment is quickly 
appreciated when it is noted that the risk of death rises with age. If 
premiums at each age were charged in proportion to the risks of death 
at each age, premiums would be low before and during periods of highest 
earning power for the insured, and high in later life when he might be 
quite unable to earn. The tendency has been therefore to promote the 
sale of contracts by which the premiums charged at each age are either 
constant (the level depending on the age of the insured at the date of 
the contract) for a definite or indefinite period, or even more closely 
tailored to the insured’s expected course of annual earnings. The prime 
example of insurance in which cost is proportional to the age of the 
insured is one-year renewable term insurance sold to individuals through 
separate contracts. When such insurance is sold to a group through 
a group contract, it is possible to effect some levelling of charges across 
the ages of those in the group. 


We shall be especially concerned with the pool of funds under 
administration by the company and the effects of changes in the character 
and volume of business on the size and expected size of the pool. The 
pool of funds is increased by an excess of premiums and interest earnings 
_over claims and expenses. The future course of a company’s pool of funds 
will depend upon the character and volume of the contracts presently on 
its books and upon the character and volume of the contracts it will write 
in the future. We shall discuss at some length the future course of the 
size of the pool as it is determined by the contracts already on a company’s 
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books, and for convenience we refer to this course as “the pool curve”. 
“The pool curve” as the term is used here, thus refers to the expected 
volume of funds under administration at successive dates in the future 
on the assumption that no new business is written. It is an expositional 
device that is helpful in explaining certain important fundamental considera- 
tions. 


Given that prepayment of charges for protection is the key to the 
difference between life companies and, say, fire companies in terms of 
the volume of investments under administration per premium dollar 
earned, life companies can, theoretically, differ widely among themselves 
in this respect. Among the important causes of such differences are (i) 
variations in the age composition of their policyholders, (ii) variations 
in the composition of their outstanding policies in terms of the degree 
of prepayment involved, and (iii) variations in the rate of growth of their 
business. A brief examination of each of these causes follows. 


(i) The effect of the age composition of policyholders. 


Suppose a company sells a batch of 100,000 identical whole life 
policies to persons all of the age of 50, charging a fixed premium per 
annum in the expectation of earning interest at the rate of say 3 percent 
per annum. Costs of administration aside and supposing that mortality 
and investment experience are about as anticipated, premium and interest 
income from these policies will exceed claims for some 18 years by which 
time the fund under administration will have grown to a figure of the 
order of 30 percent of the total face value of the policies written. After 
18 years the fund will decline, first at an increasing rate and later at a 
decreasing rate, for another 30 years roughly. If, however, the company 
had sold the 100,000 identical whole life policies to persons all of the 
age of 30, while the maximum of the fund under administration would 
only have been slightly higher than in the previous case it would 
accumulate towards its maximum over a period of some 33 years and be 
dissipated over a period of a further 35 years so that the area under the 
pool curve over the full life of the policies would be substantially larger 
in the case of the policies issued to those aged 30. 


The effect of the age of the policyholder on the pool of funds built 
up with the company, varies with the type of policy issued of course, but, 
by and large, the following generalization is true: other factors remaining 
unchanged, the younger are the policyholders, the larger will be the 
volume of funds coming under the administration of life companies. 


(ii) The effect of the composition of the business 


The types of contract that may be written vary greatly in the 
contribution they make to the pool of funds in the company, ranging from 
one-year term insurance at one extreme to single pay deferred annuities 
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at the other. Changes in the composition of business will affect not only 
the volume of funds under administration, but as we shall see, will also 
have implications for investment policy. 


If we now study the pool curves for several typical kinds of insurance 
contract we readily confirm what is obiously intuitive, namely that 
endowment policies and limited-pay life policies tend to place larger 
volumes of funds in the companies’ hands than whole life policies, which 
in turn contribute substantially larger pools than term insurance. In 
Chart 7.1 (see p. 385) pool curves for four specified types of policy are 
shown on a comparable basis. The four types of policy are 20-year term, 
whole life, 20-pay life and 20-year endowment with life annuity as settlement 
option.®® It is assumed that contracts with face value of $1 are sold to 
groups of 100,000 persons each aged 50. Interest is figured at 3 percent. 
Expenses are ignored and it is assumed that mortality experience follows 
the American experience table. 


An annuity is fundamentally a different kind of contract from a life 
policy and it is therefore difficult to compare with a life policy. Where 
a life policy undertakes to pay a fixed amount upon the death of the 
insured, or in the case of an endowment policy, at death or after x years 
if the policyholder is still living, an annuity contract undertakes to pay 
the annuitant a fixed sum per annum for so long as he lives, payments 
beginning immediately or after x years. Annuity contracts may be heavy 
contributors to the company’s total pool of funds. This has already been 
illustrated from one point of view in the chart above, by the case of the 
20-year endowment with life annuity as settlement. It may also be illustrated 
by the following example: If 100,000 persons aged 50 bought immediate 
life annuities of $1, then if interest is figured at 3 percent, immediately 
after the sale of the annuities (and apart from expenses) the pool would 
Stand just under $1.5 million. (This figure may be compared with the 
maximum size of the pool, just under $30 thousand, associated with the 
sale of 100,000 whole life policies with face value of $1 to persons aged 50.) 
This pool would decline from the outset, first at an increasing rate and 
later at a decreasing rate. 


The total volume of funds under administration by a company at 
any time thus depends very directly on the class of contracts that has 
figured prominently in their recent business. A swing toward annuities 
including group annuities associated with pension funds will greatly 


60 A 20-year term policy is one on which premiums are paid for 20 years and a death benefit is 
paid in event of death within those 20 years. 
A whole life policy is here defined to be one on which premiums are paid until death at which 
time the death benefit is paid to the beneficiary. 
A 20-pay life policy is one on which premiums are paid for 20 years at most and the death 
benefit is paid whenever that may occur. 
A 20-year endowment is defined as a contract whereby the policyholder pays premiums for a 
maximum of 20 years and then receives a stipulated sum of money if he is still living. A 
death benefit is paid if death occurs within the 20 years. A life annuity settlement option in 
this case is one by which the capital sum of the endowment is used as a premium to buy an 
immediate life annuity. 
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increase the funds under administration; in this country in recent years, 
the effects of the swing toward annuities have been tempered in part by the 
concomitant growth of group term insurance, and the relative decline 
in the importance of endowment policies. 


(iii) The effect of the rate of growth of the business 


The pool curve relating to a company’s existing business is 
affected not only by the age composition of the policyholders and the 
classes of policies written, but by the course of total business as well. 
It is manifest that if the value of new policies written rises each year, 
the total volume of funds under administration by the companies will 
grow. It is perhaps less obvious that rapidly growing companies tend to 
generate a sort of momentum which will prolong an increase in their funds 
or assets even beyond a period in which new business has been growing, 
into a period in which new business declines or even ceases altogether. 
Let us elaborate on this point. 


We may note first of all that prior to the great depression of the early 
nineteen thirties, life insurance effected by Canadian companies rose at 
a very rapid rate. In fact, in each quinquennium 1920 to 1924 and 1925 
to 1929 the value of new life insurance policies effected rose by slightly 
more than 100 percent. In the next quinquennium however, the value 
of new policies effected fell by some 9 percent. Nevertheless the 
total assets of Canadian companies continued to rise throughout the 
depression though the rate of increase was retarded for a few years. 
However, this is not a wholly satisfactory illustration of the proposition 
we wish to discuss inasmuch as during the thirties there was a very substantial 
growth in annuities. But the growth in annuities, though important, did not 
dominate the situation, for the increase in assets from the end of 1929 
to the end of 1934 was much greater than the total consideration for 
annuities received by the companies in this period. 


Perhaps the theoretical aspects of the proposition can best be demons- 
trated with the aid of the following two illustrations. Suppose that a 
company writes a given batch of policies in decade No. 1 and that the net 
cash income (premiums plus interest less claims and expenses) over the 
next six decades is as shown in column 1 of Table 7.15, viz., 1, 5, 4, -5, 
-3, -2. Now suppose further that in each of the next five decades policies 
of exactly the same number and kind are written so that by the end 
of six decades the total fund will have levelled out at the figure 24 as shown 
in the table. If in succeeding decades the business of the past decades is 
exactly reproduced there will be no change in the total size of the pool 
under administration since in any decade the increments and decrements 
to the pool on account of current and past business would be exactly 
the increments and decrements associated with the full life history of the 
batch of policies sold in any one decade and these are necessarily zero 
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in total. If after the sixth decade the company suddenly stopped writing 
any new business the pool of funds under administration would fall 


immediately and continue to fall until the last surviving policyholder 
had died. 


Table 7.15 
A STATIONARY INSURANCE FUND 
Net increments to the pool Increments to 
associated with policies total pool Total pool 
written in each of the in succeeding | in succeeding | Decades 
decades decades decades 
1 2 3 4 5 6 
1 1 1 1 
5 1 6 7 2 
4 5 1 10 17 3 
—5 4 5 1 5 22 4 
—3 —5 4 5 1 2 24 5 
—2 —3 —S5 4 3) 1 0 24 6 
—2 —3 —5 4 5 — ] 23 7 
—2 —3 —5 4 — 6 LF 8 
—2 —3 —5 —10 i 9 
—2 —3 — 5 2 10 
—2 — 2 0 11 


Now, let us contrast this case with the following one in which 
the amount of new insurance written changes from one decade to another. 
We adhere to the assumption that the age composition of the new policy- 
holders is the same from decade to decade and that the relative propor- 
tions of contracts of different types also is unchanged from decade to 
decade. However we suppose that the rates of change in new business 
written from decade to decade are approximately the same as the rates 
of change in value of new policies effected by Canadian companies in 
the decades of the last sixty years ending with 1956. Accordingly the 
factors by which the business of each succeeding decade exceeds that 
of the previous decade are 2.2 for the second decade, 3.5 for the third, 
2.0 for the fourth, 1.0 for the fifth and 3.0 for the sixth. It must be 
emphasized that in this example we are not trying to reproduce all 
features of the growth of life insurance in Canada in the last 60 years. 
Indeed quite explicitly we are abstracting from the effects of the changing 
composition of business and concentrating on changes in the rate of 
growth. In the table entitled A Growing Insurance Fund, (Table 7.16) 
we suppose that the batch of policies written in decade No. 1 is precisely 
the same as in the previous example, so that the net cash income arising 
from these policies over the six decades is as betorey sl 5 4 Sag te -0s 
By allowing the new business of succeeding decades to increase by factors 
suggested above, the succeeding columns of the illustrative table are built 
up. Although the absolute magnitude of the figures in the table are purely 
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fictitious and of no interest, we are interested in the course of the total 
pool of funds after the sixth decade. This shows that even if no new 
business were written after the sixth decade, the total assets of the 
companies — the pool of funds under administration — would continue 
to grow in each of the next two succeeding decades. This is because the 
recent rapid rate of growth of new business heavily weights the positive 
contributions of recent business to the total pool of funds, relatively to the 
negative contributions of business written earlier. 


We must emphasize again that this illustration concentrates on the 
rate of growth of the business. Changes in the composition of the 
business modify the effects of a rapid rate of growth in new business 
or the prospects for the future growth of assets. In Canada we have 
indeed experienced a very rapid rate of growth of new business, but as 
we have seen the composition of the business has also changed. Among 
ordinary life insurance contracts there has been a decrease in the proportion 
of endowment insurance in force.*! There has also been an increase in the 
proportion of group term insurance in total insurance effected. Both of these 
developments would tend to mitigate the effect of recent growth of business 
on future growth of assets. The dramatic increase in annuities, especially 
group annuities in force, on the other hand would accentuate the effect of 
the growth of business on future assets. On balance there seems little 
doubt that the Canadian companies as a group—the expectations of 
individual companies of course vary — are in the position of enjoying a 
considerable momentum in the growth of their assets as a result of the 


Table 7.16 
A GROWING INSURANCE FUND 
Net increments to the pool Increments to 
associated with policies the total pool | Total pool 
written in each of the in succeeding | in succeeding | Decades 
decades decades decades 
1 2; 3 4 5) 6 
1 1.0 1.0 1 
5 D2, ) 8.2 2 
4 11.0 Ue DA 30.9 3 
—5 8.8 38.5 15.4 Soi 88.6 4 
—3 |—11.0 30.8 77.0 15.4 109.2 197.8 5 
—2 |— 6.6 |—38. 61.6 77.0 46.2 PSie7 335.5 6 
— 4,4 |—23.1 |—77.0 61.6 221.0 178.1 513.6 Tk 
—15.4 |—46.2 | —77.0 184.8 46.2 559.8 8 
—30.8 | —46.2 | —221.0 —298.0 261.8 9 
—30.8 | —138.6 —169.4 92.4 10 
— 92.4 — 92.4 0.0 11 


61 For the companies which, at the end of 1956, held approximately 75 percent of the assets of all 
Canadian companies, the ratio of ordinary endowment insurance in force to total ordinary 
insurance in force rose from 27.5 percent at the end of 1930 to 36.0 percent at the end of 1946, 
but then fell to 30.7 percent at the end of 1953. 
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post-war growth of the new business effected. Indeed it is probably no 
exaggeration to suggest that even if they wrote no new business their 
assets would continue to rise for another 10 to 20 years. 


This being the case, considerations of liquidity can hardly be of para- 
mount concern to the investment officer of a life insurance company in 
Canada. Though the demand for policy loans, the surrendering of policies 
and the necessity of honouring commitments to investors create some 
demand for liquidity, the very momentum of the growth of assets must 
make investment officers much more concerned with keeping cash balances 
down rather than up. 


A further implication of the momentum of the growth of assets is that 
rapidly growing companies do not need to arrange to have assets mature 
within the next 10 to 20 years or need to contemplate selling assets within 
this period for the purpose of meeting an excess of claims and expenses over 
premiums and investment income. Such action would not be necessary 
even in the worst of all possible worlds in which sales of new insurance 
and annuities collapsed completely. Long-term investments would seem 
to be eminently suitable for the portfolio of life insurance companies. 


In concluding this factual review of the life insurance companies we 
note that while the Canadian companies enjoy very considerable momentum 
in the growth of their assets, and while the mean term of their liabilities 
is very long indeed, their assets are on the whole of rather short term 
as compared with their liabilities. As we have seen, about a third of their 
assets are in mortgages which probably have an average term (con- 
sidering that principal is repaid in regular instalments) of something of the 
order of ten years. A half of their assets are in government or corporation 
bonds of which only a very small proportion will mature after 20 years. 
Accordingly the companies have not only a problem of keeping their cash 
balances down, they have to reinvest assets continually. Moreover, and 
more important, as we shall argue at greater length below, since the average 
term of assets is considerably less than the average term of liabilities, the 
companies or their policyholders and annuitants stand to lose if yields 
on assets fall. 


2. Regulators of the Flows of Funds 


(a) The Insurance Companies Acts® 


In this section we shall be concerned with the legislation 
governing life insurance companies operating under federal jurisdiction 
as it affects the investment powers of the companies and as it affects the 
valuation to be placed on these investments for purposes of official returns. 


62 Canadian and British Insurance Companies Act, Ch. 31, Revised Statutes of Canada, 1952. 
Foreign Insurance Companies Act, Ch. 125, Revised Statutes of Canada, 1952. 
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(i) The investment powers of federally registered life insurance 
companies 


The philosophy underlying the legislative limitations on the invest- 
ment powers of life insurance companies would appear to be to assure, so far 
as possible, the security of principal or income of each investment parcel. 
There are few limitations imposed on investment in fixed income securities 
backed by taxing power or specific charges on real property. Other 
securities such as debentures and stocks must pass eligibility tests based 
on continuity of past income in order to qualify for investment. On some 
classes of securities and other investments there are limitations as to the 
proportion of a company’s assets which may be allocated to that investment 
or limitations as to the proportion of a particular issue which a company 
may hold. 


The general character of the legislation governing the investment 
powers of life insurance companies dates from the act of 1910 which 
implemented in important respects the Report of the Royal Commission 
on Life Insurance, 1906. The general changes since then have by and 
large served to relax the restrictions. The notable exception was the 
introduction in 1932 of a provision limiting a company’s investment in 
common stocks to 15 percent of its assets. 


A federally registered life insurance company in Canada may invest 
any portion of its assets in direct or guaranteed debt of the central, 
provincial or state governments of Canada, the United States, the United 
Kingdom and its colonies, and the Commonwealth countries and the 
countries in which the company is carrying on business. Similarly it may 
invest in the direct or guaranteed debt of municipalities or school corpora- 
tions in Canada or other countries in which it conducts business. It may 
invest without statutory limit in bonds issued or guaranteed by the 
International Bank for Reconstruction and Development. 


Corporation bonds secured by a charge on real estate, plant and 
equipment, or securities eligible for life company investment may be held 
without statutory limit as may equipment trust certificates of railways in 
the U.S. and Canada if they are fully and properly secured. In order 
for corporation debentures to qualify, the corporation issuing them must 
have paid dividends on its preferred or common shares at least equal to 
specified rates in each of the previous five years, or have had earnings 
in each of the five previous years equal at least to twice its annual interest 
requirements at the time the debentures are bought. A life insurance 
company may invest any portion of its assets in corporation debentures 
that meet these tests. 


Preferred stocks of corporations may be purchased without statutory 
limit provided that the issuing corporation has paid dividends on its 
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preferred or common shares at least equal to specified rates in each of 
the five years preceding purchase by the life company. 


The purchase of common shares by life companies is much more 
restricted by the legislation. Only the common shares of a corporation 
that has paid a dividend on its common stock of at least a specified rate 
in each of the preceding seven years is eligible for purchase. A life 
company may not hold more than 30 percent of the common shares nor 
more than 30 percent of all shares of any one corporation. Each life 
company must restrict the book value of its holdings of common shares to 
15 percent of its ledger assets. 


The companies may make collateral loans on the security of bonds, 
debentures, shares or mortgages that are themselves eligible for investment, 
and they may make loans on the security of life insurance policies issued 
by federally registered companies. 


Life insurance companies may invest any portion of their assets in 
mortgage loans provided that in each case the loan does not exceed 60 
percent of the value of the real estate covered. Mortgage loans in excess 
of 60 percent of the value of the real estate may be made if the excess 
is guaranteed by the government or an agency of the government of the 
country (or province or state) in which the real estate is located. Under 
the National Housing Act, the Central Mortgage and Housing Corporation 
guarantees loans made by life insurance companies as “approved lenders” 
which may exceed 60 percent of the value of the property to an extent 
which depends upon the designation of the borrower and the purpose for 
which the loan is to be used. Mortgage loans made by the life companies 
under the National Housing Act are insured to the extent of approximately 
98 percent. The rate of interest on these loans is fixed by regulation and 
at the time of fixing is not to exceed the rate on long-term Government 
of Canada bonds by more than a specified margin (this margin varies 
with the purpose of the loan and the designation of the borrower). 


In 1950 a new provision was introduced whereby a life insurance 
company may invest in real estate or leaseholds “for the production of 
income” in Canada or elsewhere where the company is in business, either 
alone or with another company, if (i) the lease is to or guaranteed by a 
corporation whose stocks, either preferred or common, are eligible invest- 
ments, (ii) the net revenue from the lease is sufficient to give a reasonable 
return and repay at least 85 percent of the amount invested within the 
term of the lease, but not exceeding thirty years, (iii) the total investment 
in any parcel or leasehold does not exceed one-half of one percent of the 
company’s ledger assets, and the company is authorized at any time to 
sell it, or to do anything with the property or leasehold that any owner 
might do with it. The total amount that a company may invest in real 
estate or leaseholds for the production of income is limited to 5 percent 
of its ledger assets. 
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Under the National Housing Act a life company may, to the limit of 5 
percent of its assets in Canada, either itself, or in conjunction with other 
companies invest in the purchase of land and the construction thereon 
of low or moderate cost rental housing and other buildings (apart from 
hotels) necessary for providing community services. The project requires 
approval and to this end detailed specifications must be submitted including 
an estimate of the earnings. To be acceptable the estimated earnings must 
be sufficient to pay at least 6 percent on the investment and to amortize 
the cost of the project, apart from the cost of the land, within the useful 
life of the project or 50 years. It is provided further that if the net yield 
to the company or companies should in any year fall below 3 percent per 
annum of the cost over the useful life of the project, the Minister of Public 
Works will reimburse the companies to the extent of the deficiency provided 
the companies pay over to a reserve account all net earnings in any 
year in excess of 7 percent. 


In 1948 the so-called “basket clause” was introduced in the acts 
governing federally registered insurance companies. By this clause the 
companies were authorized up to a limit of 3 percent of their total ledger 
assets to invest in bonds, shares, and debentures not otherwise eligible 
for investment and to invest in real estate or leaseholds for the produc- 
tion of income in Canada or other countries where they do business without 
having to meet the conditions that the lease be to a corporation whose 
stocks are eligible investments and that the net revenue be adequate to 
return at least 85 percent of the investment within 30 years. The total 
investment in any one parcel of real estate or any one leasehold under 
the “basket clause” may not exceed one-half of one percent of the book 
value of the ledger assets of the company. The “basket clause” does not 
enlarge the powers to invest in mortgages nor does it remove the limitations 
on the proportions of common shares and total shares of any one corpora- 
tion that may be held by a particular life company. The limitations to 
15 percent and 5 percent of ledger assets respectively of investments in 
common stocks and real estate for the production of income are over- 
riding limitations and pertain to holdings under the “basket clause” as 
well as other clauses. 


From the figures given above on the distributions of assets it will be 
seen that the life insurance companies in Canada generally, have not 
invested in common stocks nor in real estate for the production of income 
up to the limits of their statutory authority. It is thought that the “basket 
clause” has been used largely as authority for the acquisition of assets 
expected soon to become eligible investments.®* At the end of 1956 
investments of Canadian companies under the “basket clause” amounted 
to 1.38 percent of their total ledger assets. Of the $90.5 million of assets 


63 In the brief to the Commission submitted by the Canadian Life Officers’ Association in March 
1956 it is stated that ‘‘an important function of the ‘basket’ clause is to permit a company to 
anticipate the later qualification of an investment originally made under it’, pp. 43-44. 
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held under this clause, one-tenth was in stocks, one-third in real estate 
and the rest in bonds. 


(ii) Valuation of assets in official returns 


It is required in the Canadian and British Insurance Companies Act 
that in every annual statement to the Minister of Finance each company 
shall value its securities so that the total will not exceed the sum of the 
amortized values** of redeemable securities issued or guaranteed by the 
Government of Canada and its provinces, by the Government of the 
United Kingdom and by the Government of the United States and the 
market values®® of all other securities. It is however further provided 
that if the Superintendent of Insurance reports to the Minister of Finance 
that market values are unduly depressed, the Minister may authorize the 
use of values in excess of market values, but not exceeding the values 
used in the next preceding annual statement, or in the case of securities 
acquired since the date of that statement, not exceeding the book values 
at the date of the statement to be filed. 


With respect to a company’s investments in real estate and mortgage 
loans, the Superintendent is authorized to procure a special appraisal 
of the value of the asset or the security for the loan if he deems this desirable 
and to write down the value of the real estate or mortgage loans in 
accordance with the special appraisal, in his report to the Minister on the 
company’s affairs. 


These statutory regulations governing the investment powers of the 
life insurance companies and the valuations to be placed on their invest- 
ments are the legal framework within which the companies must operate 
in channelling the funds from policyholders and annuitants and from past 
investments, to seekers of funds in the capital market. 


(b) Relative yields of financial assets 


There can be little doubt that life insurance companies are 
sensitive to relative yields of a variety of financial assets and to changes in 
these relative yields. Equally however there can be little doubt that life 
companies are very much less sensitive to relative yields of some financial 
assets. It will not be necessary to argue either of these points at great 
length. 


Of course relative yields are not the only regulators of the flows of 
funds from insurance companies and the sensitivity of these intermediaries 
to changes in relative yields is conditioned by the influences of these 


64 “ “Amortized value’ when used in relation to the value of a redeemable security at any date 
after purchase, means a value so determined that if the security were purchased at that date 
and at that value, the yield would be the same as the yield with reference to the original 
purchase price’’. 

65 ** “Market value’ means the market value at the date of the annual statement or, in the discretion 
of the Superintendent (of Insurance), at a date not more than sixty days before the date of that 
statement’’. 
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other regulators. Nevertheless relative yields are very important regulators 
of the flows of funds from these companies. The entire operation of the life 
insurance company is predicated on the assumption that at least a minimum 
yield will be earned on their investments. 


At the end of the World War II, the gross yield on the Canadian 
companies’ investments was lower than it had been at any time in this 
century. This was mainly the result of the very substantial increase in 
relatively low-yielding Government of Canada bonds in their portfolios 
during the war. Over the post-war years the Canadian life insurance 
companies have raised the average yields on their investments very con- 
siderably (see Table 7.17). This has been done by reducing drastically 
their holdings of federal government bonds and by increasing their 
investments in other assets particularly mortgages and corporation bonds. 
Within the class of debts normally acquired by the companies, mortgages 
and corporation bonds have the highest yields. 


There is much other evidence that the life companies are sensitive 
to changing yield differentials. For example, a study of the details of 
bonds purchased and bonds sold by individual companies, as reported 
in the annual reports of the Superintendent of Insurance reveals that 
within the same year particular companies are often both buyers and 


Table 7.17 
RATE OF RETURN ON INVESTMENTS, CANADIAN LIFE COMPANIES 


Year Gross Yielda Net Yield> 
[OOQIPEA Ree mttaer bee 4.80 

LOT, eee ARO een tee 5.90 

19 DUET See ee ee eee 6.42 

19290 GL ta eae eer eee 6.48 

(O30 Meee ae oe ee eetos 6.23 

LOS Spe ae oe, eee core eo 4.59 

1OAOAE a eRe eet idee eee 4.24 

OAS ges oe eee os tee es 3.89 

TOAG ARS. Sencar ns oe roe cas Sail 

194 TA cee te Aether ee cPew/ 

1 OAS a ae hacios ine Geese spe se By oy . 
GAG Pete crs.0 certain sic Bae 

1 SORE FRR OE, eee Tees. ¢ 3.82 

LOS ee ara ia eee cd 3.90 

1952 eee Me ee ere 4.02 

LOSS eas acre ee ae 4.20 

O54 teeters tors her pate Paice ote 4.59 4.06 
NOS SS ee ge ries 4.74 4.18 
LOSOAR SA ee EI ee 4.31 


a Calculated according to the formula: gross investment income (including the increase in income due and 
accrued and investment expenses, investment taxes and depreciation of real estate) divided by one-half of: 
the ledger assets at the beginning of the year plus the ledger assets at the end of the year minus gross invest- 
ment income. 

b Calculated according to the formula: net investment income (including the increase in income due and accrued) 
divided by the average of the total ledger assets at the beginning and end of the year. 


The formulae are those used in reports of the Superintendent of Insurance. 


Source: Report of the Superintendent of Insurance for Canada, 1951, Vol. Il, p. xvi and subsequent reports. 
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sellers of the same issue of bonds. This activity is not confined to issues 
offered initially in that year but also extends to bonds that have been 
outstanding rather longer. This trading is of course restricted perforce to 
securities in which there are fairly active secondary markets such as 
issues of the federal government, some of the provinces and a few of the 
municipalities, public utilities and larger industrial corporations. There 
can be little doubt but that this trading is done with the intention of 
securing capital gains and higher yields. And incidentally, it may be 
remarked that on the whole it is good for the capital market that the 
companies contribute to the making of secondary markets in these 
securities. 


We will cite one other example of the sensitivity of life companies to 
changes in relative yields. If we compare their investment activity in the 
year 1956 with the year 1955 in the light of changing yield differentials 
we find ample evidence of sensitivity to changing differentials. 


In 1955 yields on Government of Canada 20-year theoretical bonds 
were fairly stable during the first half, they moved up slightly in the third 
quarter, and advanced substantially in the last quarter. In the first quarter 
of 1956 there was a falling off and then recovery, and in the second 
quarter yields were on the average higher than in the first. Throughout 
the second half of the year the yields climbed persistently. We do not 
have monthly or even quarterly figures for the yields on conventional 
new housing mortgage loans, but the Central Mortgage and Housing 
Corporation estimates that the average yield on such mortgages in 1956 
was 6.47 percent as compared with 6.05 percent in 1955. On N.H.A. 
insured residential mortgage loans the maximum rate was 5.5 percent in 
January 1955, but it was 5.25 from February 1955 through February 
1956 after which it was raised to 5.5 percent again where it remained 
for the balance of the year. Thus the excess of the conventional rate 
over the N.H.A. rate was higher on the average in 1956 than in 1955, and 
one may conjecture that this excess increased over the last half of the 
year as yields in the capital market generally were rising except for the 
ceiling on N.H.A. rates which remained fixed at 5.5 percent. 


In Table 7.18 we show separately the gross value of conventional 
and N.H.A. mortgage loans for new residential construction approved 
by life insurance companies by quarters through 1955 and 1956. We note 
first, that on the average over each year the ratio of conventional to 
N.H.A. loans was substantially higher in 1956 than in 1955. Moreover 
we note that in each quarter of 1956 the ratio of conventional loans to 
N.H.A. loans was higher than in the corresponding quarter of 1955 and 
that this excess increased from the second quarter to the third and then 
again, this time very substantially, from the third quarter to the fourth. 
There was an absolute decline in N.H.A. loan approvals and an increase 
in conventional loan approvals in 1956 as compared with 1955. These 
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Table 7.18 
GROSS VALUE OF MORTGAGE LOANS 
APPROVED BY LIFE INSURANCE COMPANIES 
1955 AND 1956 
Ratio of 
Co nventional Conventional 
Year Loans N.H.A. Loans Loans to 
N.H.A. Loans 
Millions of Dollars 
LOS See EInSt GUATtCT aerate 34.1 48.3 Ag 
Secondiquattena. ase PLAS 108.1 24 
sbhirdiquarter eee eee 49.0 73.0 .67 
Rounth quarters 2. ener 46.5 41.8 1.11 
Total.'; oases s.. eee T5722 QTE 58 
1956 Rirstiquarten rere ree 35.4 33.4 1.06 
Secondiquarteraas ae eae 45.0 109.2 41 
Phirdiquartersen cee cere 64.3 66.4 OF 
Our quantens ener 45.0 18.0 2.50 
AL Otal Ra terncicen seen 2 189.7 20 84 


SourRCE: Canadian Housing Statistics, 
6 


and 17, p. 16. 


Quarter 1, 1957, Central Mortgage and Housing Corporation, Tables 16 


figures seem to provide strong evidence that the life companies were 
sensitive to the growing excess of the yields of conventional over N.H.A. 
new residential mortgage loans. 


There is further evidence of the sensitivity of the life companies 
to changing yield differentials in the changes in book values of bond and 
mortgage holdings of Canadian companies in 1956 as compared with 
1955. Relevant data are summarized in Table 7.19. In 1956 as compared 
with 1955 the Canadian life insurance companies continued to be net 
sellers of Government of Canada bonds. The yield on these assets rose, 
but it rose less than on other assets and the disposals of these bonds 
were about twice as high in 1956 as in 1955. The investment by Canadian 
companies in Canadian provincial, municipal, public utility and industrial 
bonds rose by some 43 percent while investment in mortgages in Canada 
rose by less than 2 percent as measured by book value changes. This 
reflects the switch from N.H.A. loans to conventional loans noted earlier 
but it also reflects an increasing emphasis on bonds (other than Govern- 
ment of Canada bonds) relative to mortgages in the face of the much 
sharper rates of increase in the yields of these assets as compared with 
mortgages. Among the categories of assets for which data are shown in 
the table, the yield of municipal bonds showed the highest proportionate 
increase®® yet the increase in this category of assets in 1956 was substant- 
ially less than in 1955. There are probably several reasons for this, but an 


66 The usefulness of the quoted yields of municipal bonds, based as they are ona small number of issues is 
limited by the facts that the variety of municipal issues is very wide and secondary markets in some very 
narrow. 
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important one must be that the rise in yields reduced the supply of new 
issues; net new issues of municipal bonds payable in Canadian dollars were 
down some 36 percent in 1956 as compared with 1955. The proportionate 
rise in provincial bond yields was almost as high as in municipal bond yields 
and there was a substantial increase in the investment in these assets. 
In 1956 the proportionate rise in yields of public utility and industrial 
bonds was somewhat less than in yields of provincial bonds, and the 
rate of increase in book value of holdings of utility and industrial bonds 
was also somewhat less than of provincial bonds. Within the group of 


Table 7.19 
A. YIELDS OF MORTGAGES AND SELECTED BONDS 
Bonds Mortgages 
Govern- 
ment of 
Canada | Provin- | Munic- | Public | Indus- Conven- 
20 year cial ipal Utility trial | N.H.A. | tional 
Year theoret- 
ical 
195 Seelstrquartere. . e- 3.14 33 32) 3.74 3.98 5255 
DNGiGuarterwes 3 Bele Bea/ 3.66 3.69 3.94 S25 
Srd;quarteten. or 3.24 3.40 3.69 B12 3.97 SHS 
4th quarter..... 3.35 3.68 S92 3.86 4.09 S25 
AVetate wantin. 3.21 3.42 BPS) 275) 3D) a2) 6.05 
OSG Mmlstequante4n me. 3.33 SP 4.04 3.92 4.14 5333 
2nd quarter..... Bel 4.02 4,51 4.17 4.42 5.50 
Brd quarters... Sell) 4.4] 4.86 4.41 4.71 5.50 
4th quarter..... 3.93 4.88 5.34 4.97 5.19 5.50 
AV CTASC i acres 3.63 4,26 4.69 4,37 4.61 5.46 6.47 
B. BOOK VALUES OF SELECTED CANADIAN ASSETS OF 
CANADIAN LIFE INSURANCE COMPANIES 
(millions of dollars) 
Bonds 
Mort- 
Govern- Public Utility gages 
Year ment of | Provin- | Munic- | (ex Transpor- Indus- 
Canada| _ cial ipal tation) trial 
OSA Mie corre eee 8 ee 534.5 274.1 283.0 274.8 Bsa" mlestvel 
OS Seca trae a eraerssiertee.s 469.4 266.7 323.6 282.0 380.5 | 1,568.0 
Oey Sams Sse GOUe Se ae See 7 294.8 340.5 310.5 396.8 | 1,822.9 
1955 minus 1954....... — 65.1 |— 7.4 40.6 iD 20) 250.9 
1956 minus 1955....... —136.7 28.1 16.9 28.5 16.3 254.9 


Sources: Part A. Canadian Housing Statistics, Quarter 1, 1956, Table 37, p. 25 and Quarter 1, 1957, Table 29, 
p. 22. The bond yields are calculated from monthly figures which for Government of Canada bonds 
are as of end of given month and for others are for first day of following month. The Bank of Canada 
is the primary source for the government bond yields, McLeod, Young Weir & Co., Ltd., is the primary 
source for the other bond yields. 


Part B. Report of the Superintendent of Insurance for Canada, 1956, Vol. I, pp. xx and xxi. 
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utility and industrial bonds however there were sharp differences; the 
investment in utility bonds was greater in 1956 than in 1955 while the 
investment in industrial bonds was less; we shall not delve into the extenuat- 
ing circumstances which would explain this. 


We do not wish to overstate the degree of sensitivity of life companies 
to changes in yield differentials; there are other regulators that effect their 
flows of funds. It does seem however that as among mortgages and bonds 
relative yields play an important role in channelling the flows of funds 
from the life companies. As between bonds or mortgages on the one 
hand and stocks or real estate on the other hand however, changing dif- 
ferences in yields are of very much less importance than other considera- 
tions in determining the flows of funds. We must now review some of these 
other considerations. 


(c) Other Regulators 


Under this heading we shall restrict our attention to a few of the 
conventional practices which play a role of some significance in the 
allocating of life insurance company funds. The conventional practices 
of fund seekers are of course relevant; the preferences of borrowers for 
short-term instruments when yields are high, the considerations (quite 
apart from taxes and relative yields) which lead corporations in some 
circumstances to prefer debt to external equity financing, the preferences 
of borrowers for instruments with liberal call features, these and other 
preferences of fund seekers limit the choices of life insurance companies. 
Here however we shall refer specifically to three conventional practices 
of the life insurance companies themselves. 


It is a common practice for life insurance companies to hold assets 
in the various countries in which they do business, roughly in proportion 
to their liabilities in these countries. In some cases this practice is required 
by the laws of the lands in which business is conducted; in other cases the 
practice is a matter of deliberate investment policy. In part it represents 
a hedge against changes in exchange rates. 


There are other ideas of portfolio balance which have an influence 
over investment policy. It is probably safe to say that most investment 
officers have fairly definite ideas in their minds as to how the portfolio of 
Canadian assets, say, should be divided as among Government of Canada 
bonds, provincial bonds, municipal bonds, corporation bonds, mortgages 
and so forth. It is hard to imagine how the officer could operate other- 
wise. This is not to suggest however that these ratios are held rigidly 
nor that from time to time new ideas are not given effect. Insofar as 
portfolio diversification is an objective of investment policy it does limit 
the responsiveness of any investor to changes in relative yields though it 
does not mean that marginal changes in their flows of funds will not be 
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made from time to time as relative yields change. If the objectives of 
diversification are not held in too rigid a form so that advantage may be 
taken of special opportunities in the market, they will not inhibit the 
marginal responses to changing yields so necessary for the successful 
working of the capital market. The writer has however heard of instances 
which arouse some apprehension. In one such instance an investment 
dealer has reportedly offered high-grade municipal bonds to a particular 
life company at what would be considered a good yield and received a 
reply to the effect that ordinarily the company would be pleased to take 
a share of those bonds but that at the particular moment Ontario Hydro 
bonds were available at a somewhat lower yield yet nevertheless a rather 
high yield for such bonds and that as the company’s portfolio was rather 
lacking in Ontario Hydro bonds at the moment the company would prefer 
them to the higher yielding high-grade municipal bonds. We do not 
wish to exaggerate the significance of any such examples. As we remarked, 
they arouse some apprehension, but without close and prolonged contact 
with the investment transactions of the companies it is quite impossible 
to place them in perspective. We leave this matter then with the general 
observation that the companies necessarily operate with clear ideas as 
to the composition of the portfolio they wish to establish and maintain and 
that this practice need not be inconsistent with the requirements for 
efficient operating of the price system in the capital market if there is 
enough flexibility in the ideas to permit marginal responses to changing 
yield differentials. We have already contended that the life companies 
are responsive to changing differentials in the yields of assets within a 
fairly wide class. 


There is however one view of investment policy held very widely in 
the life insurance industry in Canada which operates effectively and 
persistently to restrict investment in a particular class of assets. We 
refer to investment in corporate stocks and especially common stocks. 
We have noted that the Canadian companies hold some 3.6 percent of 
their assets in common stocks (less than one percent in Canadian 
common stocks) even though, under the existing legislation they are 
entitled to hold as much as 15 percent of their assets in this form. This 
low ratio of common stock holdings cannot be attributed to any fundamental 
lack of a supply of stocks eligible for purchase under present legislation, 
any more than the low ratio of stock holdings by American companies 
can be attributed to a shortage of such assets. It results from the fear of 
the consequences of the valuation requirements in the legislation especially 
in view of the experience in the early 1930’s of the Sun Life Assurance 
Company which had invested over 50 percent of its assets in common 
stocks, and, more important, from an interpretation of the company’s role 
as trustee of the policyholders’ and annuitants’ funds. We shall discuss 
this interpretation of the role of trustee at some length in the néxt section 
of this chapter. 
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(3) Principles of Investment for Life Insurance Companies 


The Canadian Royal Commission on Life Insurance in its report 
in 1907 offered the following statement concerning the proper management 
and use of life insurance funds: 


“Your Commissioners have no doubt that accumulated insurance 
funds are, in every essential particular, trust funds. They belong to 
the policyholders and not to the shareholders. The directors are not 
in possession of them as trading capital in any sense or to any degree. 
They are not subject to trading risk. They are held in trust for invest- 
ment and to be eventually paid to those whose moneys they are. 
Being trust funds the function of the directors in regard to them is the 
function of trustee. Once the subject is put upon this simple basis 
the criterion for determining the propriety of any particular dealing 
by the directors with these funds also becomes simple. Ought a trustee 
to do this with trust funds? Once this is recognized as the test all 
difficulty disappears.”67 


The present Superintendent of Insurance in Canada has referred approv- 
ingly to the following statement of the first Superintendent who took 
office in 1875: 


“The all essential principle of a life company is security and no 
speculative employment of the funds entrusted to it can be 
sanctioned”’.®® 


The Canadian Life Insurance Officers’ Association in its brief to the 
Royal Commission on Canada’s Economic Prospects placed security of 
principal and income first among the objectives of investment policy for 
a life company. 


“Life insurance assets are, in effect, trust funds held against liabilities 
that will mature over a long period in the future. The company must 
be able to meet these liabilities. Therefore the primary factor govern- 
ing its investments must be security of principal and income.”®® 


The Association went on to cite the attainment of “the highest possible 
interest rate consistent with safety’’° as an important subsidiary objective 
and noted that “diversification helps to ensure security and a satisfactory 
yield on investments”. 


The literature of the insurance industry, especially the actuarial 
literature, contains some very important discussions of the principles of 
investment policy, but this subject has not engaged the attention of the 


67 Report of the Royal Commission on Life Insurance, Ottawa, 1907, p. 167. 

68 Year Book of the Canadian Life Insurance Officers’ Association, Proceedings of the Sixty-first 
Annual Meeting, 1953-4, p. 32. 

69 Submission to the Royal Commission on Canada’s Economic Prospects of the Canadian Life 
Insurarfce Officers’ Association, March 1956, p. 29 

70 Ibid., p. 29. 
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leaders of thought in the industry as continuously as some other subjects. 
As a consequence it is still in need of clarification and theoretical develop- 
ment. In very recent years, there has been a noticeable revival of interest 
however, and several important papers have appeared. 


In 1862, A. H. Bailey, in a paper before the Institute of Actuaries in 
England cited five famous principles of investment that were upheld in 
several British actuarial papers (though criticized in some of the recorded 
discussion of them) and in 1948, J. B. H. Pegler, also appearing before 
the Institute could write: “Bailey’s canons, particularly the fundamental 
conception expressed in the first and second, remain enthroned as the basis 
of the orthodox doctrine ...”72 Pegler went on to criticize the canons 
and to substitute new ones in the first of a series of recent papers on 
investment in the actuarial literature. 


Bailey’s first two principles were: “1. That the first consideration should 
invariably be the security of the capital; 2. That the highest practicable 
rate of interest be obtained, but that this principle should always be 
subordinated to the previous one; the security of the capital.” Pegler 
quarrelled with the attempt to distinguish capital and income and hence 
with the priority of the aim of security of capital over maximization of 
income. He proposed an alternative principle which he felt reconciled the 
two conflicting principles in Bailey’s first two canons: “It should be the 
aim of life office investment policy to invest its funds to earn the maximum 
‘expected’ yield thereon” (p. 181). 


H. G. Clarke, appearing before the Institute in 1954, argued that while 
Bailey’s priorities could not be defended, Pegler’s substitute principle could 
not be accepted either “because the conflict between yield and security 
is fundamental to the whole problem of investment and any principle 
which does not give recognition to this conflict will be misleading and 
dangerous to apply”. Clarke therefore proposed as his first principle that 
“the aim of investment should be to secure the maximum ‘expected yield’ 
with the minimum error, having due regard to the nature and incidence 
of the liabilities”.7? 


The last phrase in this principle is worthy of emphasis as it reflects 
another important theme in the recent literature that perhaps began in 
1933 with comments by R. J. Kirton’* and which was given much more 
elaborate expression in 1953 in a very important paper by A. T. Haynes 
and R. J. Kirton.7* This theme, on which there are many variations, is 


72 J. B. H. Pegler, ‘‘The Actuarial Principles of Investment’’, journal of the Institute of Actuaries, 
V. 74, 1948, pp. 179-195, especially p. 180. 


73 H. G. Clarke, “A Broad Analysis of the Problem of the Investment of Life Funds”, Journal of 
the Institute of Actuaries, V. 80, 1954, pp. 335-364, especially pp. 338-9. 


74 On a paper by W. Penman, “‘A Review of Investment Principles and Practice’’, Journal of the 
Institute of Actuaries, V. 64, 1933, p. 387. 


co) A. T. Haynes and R. J. Kirton, “‘The Financial Structure of a Life Office”, Transactions of 
the Faculty of Actuaries, V. 21, 1953, pp. 141-197. The present writer has found this paper 
particularly helpful. He has also benefited greatly by studying an unpublished paper, The Risk 
of Interest Fluctuations in Life Insurance Operations, prepared by Tjalling C. Koopmans in 1942 
when associated with the Penn Mutual Life Insurance Company in Philadelphia. 
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broadly to the effect that an important (though of course not the only) 
consideration in the investment decisions of the life company is the relation 
between the distribution over time of the company’s net liabilities for cash 
payments (claims plus expenses minus premiums) and the distribution 
over time of the expected cash receipts from premiums, investment income 
and maturing assets. The main point of this theme which we wish to 
emphasize is that if the average term of the distribution of expected receipts 
is less than the average term of the distribution of expected payments the 
company or its policyholders and annuitants stand to lose from a fall in 
interest rates and to gain from a rise. Conversely, if the relation between 
the average terms is the reverse of that just stated, the companies stand to 
gain from a fall in interest rates and to lose from a rise. We shall devote 
the next several paragraphs to a theoretical, though for the most part non- 
technical, discussion of investment policies designed to minimize the risks 
of loss (or gain) from changes in interest rates. 


The liabilities of a life insurance company are very long-term liabilities 
extending over a period of upwards of ninety years. Moreover with a 
rapidly growing company there are no net liabilities for cash outgo for 
the next 15 or 20 years, arising out of business presently in force. Now 
as time passes and the growing company takes in funds it must invest 
them at current rates of interest. There is no way around that. Moreover 
if rates have fallen the company cannot avoid making lower rates of return 
on current investments. In addition to investing funds currently received 
as premium and investment income however, the company will also have 
to reinvest such of its assets as mature in the current period. The shorter 
is the average time to maturity of its assets the higher is the proportion 
of its existing assets which the company will have to reinvest in any year. 
To put the matter another way, the shorter is the average time to maturity 
of its assets the larger is the proportion of its portfolio that is affected 
within any fixed period by a given change in interest rates. Thus the 
average earnings on assets will vary less for a company with predominantly 
long-term securities in its portfolio than for a company holding predomi- 
nantly short-term assets. By placing an emphasis on long-term investments 
a company does not gain so much from rises in interest rates but neither 
does it lose so much from declines in rates. This does not mean of course 
that by following a policy of long-term investment a company will avoid 
showing a progressive decline in its average earnings on assets if interest 
rates follow a declining trend over a long period of years (or a progressive 
rise in its average earnings on assets in the case of a secular rise in 
interest rates). It means simply that short period fluctuations in average 
yields are minimized by following a policy which emphasizes long-term 
investments. 


Suppose now that a company wished to adopt an investment policy 
which could ensure against losses or profits arising from changes in 
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interest rates. What are the theoretical possibilities of such a policy? It 
is somewhat easier to think first of the case of a pool of funds that has 
not been increasing and how the assets might be invested so as to insulate 
the policyholders or the company from changes in the rates of interest 
over the life of the existing contracts. If in such a case the assets are 
invested in fixed income securities with fixed maturity dates, in such a 
way that at each date in the future, investment income and receipts from 
maturing assets are together just equal to claims and expenses. less premiums, 
then provided that there are no uncertainties about asset maturity dates, 
and provided that claims, expenses and premiums are as expected at each 
date, complete insurance against any or all changes in interest rates is 
secured as no further investments of the assets in the pool will have to 
be made. It will be noted that such a policy would require the company 
to hold some investments with ‘a term to maturity as long as the longest 
term liabilities, perhaps 90 years. If the company under consideration 
continued to write just such an amount and kind of new business as 
maintained the total pool of funds under administration at a constant 
level, then the protection against changes in interest rates could be main- 
tained by continually selling shorter term assets and using the proceeds 
to buy very long-term assets. It will be noted however that changes in 
the relationships among the yields of securities of different maturities — 
the so-called structure of interest rates — will lead to profits or losses on 
these transactions, so that there is no insurance against changes in the 
structure of rates. 


The company with a rising level of assets is much the more typical 
company in contemporary circumstances. The description of an investment 
policy designed to secure protection against the effects of uniform changes 
in interest rates is much more complicated in this case however. The 
complication arises from the fact that in such a company the business 
already in force will lead to a continuing increase in assets for some time 
to come. There are two general lines of approach to the problem of 
devising an investment policy to protect such a company against uniform 
changes in interest rates. In establishing the protection with respect to the 
business already in force by the first approach the company would use 
the assets already in hand to purchase medium and long-term securities 
which would yield income or mature in amounts just adequate to meet 
net liabilities for cash expenditure in each year of the period after the 
fund had again reached its present level. For the intervening period (while 
the fund was rising and then falling to its present level) the company 
would issue short-dated securities to mature in each year the pool was 
expected to rise in amounts equal to the excesses of cash receipts over 
expenditure in those years, and use the proceeds to purchase immediately 
somewhat longer term securities to mature in each year of the period while 
the pool was falling to its present level in amounts equal to the expected 
excess of claims and expenses over premiums in those years. Such a policy 
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would protect the company with respect to the business already in force 
against all changes in interest rates, whether uniform or not. If the 
company continued to grow by writing an increasing volume of new 
business, then to maintain protection, it would have continually to incur 
and increase short-term indebtedness and would have continually to sell 
assets of shorter term to buy assets of longer term. As in the former case 
the necessity to “roll the assets over”, to convert short-term securities 
into longer term securities, precludes the achieving of protection against 
changes in the structure of interest rates.7° It will be noted that protection 
against uniform changes in interest rates requires the holding of very long- 
term securities, and, in this approach to the problem, presumes that no 
assets will be held to maturity, indeed that there will be no assets in the 
portfolio maturing in less than (say) 10 years. 


The second approach to assuring protection for a growing company 
against uniform changes in interest rates is more subtle. We shall eschew 
technical detail here, and offer the following heuristic explanation of the 
matter. The objective of this approach is to establish and maintain any 
portfolio so that the average term of expected receipts (including receipts 
from maturing assets) is equal to the average term of expected net 
payments. Suppose such a portfolio has been established. If the value of 
new business has been growing rapidly, since it may be expected that, 
with respect to the business already in force, the receipts will exceed 
payments for the next several years, then the balancing of average terms will 
require a concentration of long-term assets to counteract the effect of the 
relatively high receipts expected in the immediate future. Indeed these 
receipts can only be invested as they are received. However if interest rates 
fall uniformly the decline in the yield of these investments will be count- 
erbalanced by the appreciation in the value of assets invested for a term 
longer than that of the liabilities they have to meet. Conversely if interest 
rates rise uniformly, the rise in the yield of the new investments will be 
counterbalanced by the decline in the value of assets invested for a term 
longer than that of the liabilities they have to meet.77 Such a policy thus 
offers protection of existing business against uniform changes in interest 
rates’® though not in general against changes in the structure of interest rates, 
since the maintenance of the protection requires conversion of assets. 
As new business is acquired at premiums or charges related to the then 


76 An alternative to the issuing of short-term debt is the selling of immediate annuities, or single 
payment policies. 


77 ‘For technical detail the reader is referred to Haynes and Kirton, ‘‘The Financial Structure of a 
Life Office, op. cit.; F. M. Redington, ‘Review of the Principles of Life Office Valuations”’, 
Journal of the Institute of Actuaries, V. 78, 1952, pp. 286-340, especially sections 3 and 4, and 
W. M. Anderson, “The Long View of Life Insurance Investment”? Proceedings, American Life 
Convention 49th Annual Meeting, 1954, pp. 355-372. See also D. J. Robertson and J. L. B. 
Sturrock, ‘“‘Active Investment Policy Related to the Holding of Matched Assets’’, Transactions 
of the Faculty of Actuaries, V. 22, 1954, pp. 36-65, and G. V. Bayley and Wilfred Perks, “A 
Consistent System of Investment and Bonus Distribution for a Life Office’, Journal of the 
Institute of Actuaries, V. 79, 1953, pp. 14-50. 


78 It must be remarked that if the fund has been growing sufficiently rapidly there is a theoretical 
possibility that it may not be possible to invest enough assets at long term (even in irredeemable 
securities) to equate the term of assets with the term of liabilities. 
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existing interest rates, the portfolio may be adjusted to secure protection 
of the total business against further changes in interest rates.79 


We have discussed three varieties of investment policy designed to 
reduce the effects on the company or its policyholders and annuitants of 
changes in interest rates. The first policy was designed to minimize the 
effects of interest rate fluctuations; the other two were designed to immu- 
nize the company against the effects of uniform changes in the level of 
interest rates. In all three cases the policy involved substantial investment 
in very long-term securities. In general, to the extent that a company 
holds short-term assets it must counterbalance this block of short-term 
assets with a block of extra long-term assets if it is to reduce the effects of 
interest rate changes on the net costs of insurance and annuities, or on 
the profits of the companies. 


There are of course many practical difficulties that would be encoun- 
tered by a company seeking protection against fluctuations in the rate of 
interest in the ways described above. These are very formidable difficulties 
and they must not be minimized. First among them is perhaps the short- 
age in the capital market of fixed interest securities of the long terms 
required. A glance at the requirements and at the terms of the securities 
available convinces one that this is a real obstacle if one insists that 
investments be limited to fixed interest securities. 


Another obstacle arises from the narrowness of the markets for some 
assets. Many municipal bonds and industrial bonds, not to mention 
mortgages cannot readily be sold without disrupting the market seriously. 
This is an obstacle to a policy that requires the steady conversion of 
short-term assets into longer term ones. This obstacle is also related to 
the first in that the portfolio must be the longer the greater is the degree 
to which assets are or have to be held to maturity. 


Yet another group of obstacles arises from the existence of options 
associated with either the asset side or the liability side of the companies’ 
business. On the asset side we have optional redemption dates of securities, 
especially but not only, corporate bonds and mortgages. It is impossible 
to know precisely what the mean term of a schedule of proceeds of assets 
is, if there is a wide band of uncertainty as to when debtors may decide 
to extinguish their debts. There are also options in the contracts the 
company offers that may be exercised against it and that impart uncertainty 
to any comparison of the mean terms of expected proceeds of assets and 
expected net cash payments. These are principally the policy loan 
privileges, the cash surrender options and the settlement options. 

79 The reader should not of course assume, that if interest rates fall uniformly for an indefinite 


period or fall to a new low level and remain there a company could indefinitely postpone 
raising premiums on new business, by following an investment policy of the kinds outlined above. 
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Finally it is not possible to forecast the claims, expenses and taxes 
that will fall due at any date in the future. Expenses and taxes 50 years 
hence are especially difficult to forecast. 


We began this section on principles of life insurance investment with 
several quotations emphasizing the role of the companies as trustees of the 
policyholders’ and annuitants’ funds. Let us now, in the light of the 
foregoing discussion, examine the interpretation of the trusteeship function 
implicit in the practices of life insurance companies in Canada. 


A trustee may be regarded as one who manages assets according to 
rules laid down for him by the owners of the assets or on their behalf. 
The insurance contract is essentially an agreement to provide a number 
of dollars at a date or dates in the future subject to conditions and contin- 
gencies. If mortality tables were accurate, if costs of doing business were ever 
constant, and tax rates never changed and if protection could be had 
against risks of fluctuations in the yields of assets, the role of the company 
as trustee would be simple, unimaginative and passive. It would merely 
collect premiums from policyholders and annuitants, tend to the routine of 
investment and pay claims according to the conditions laid down. 


However there are risks of many kinds to be encountered in the 
business. Accordingly we might think of the trustee of the policyholders’ 
funds being charged to minimize the risks attendant upon the conduct 
of the insurance business. This point of view would draw support from 
the argument that the function of insurance is to reduce risks (of mortality 
by pooling them) and that the objects of policyholders would be frustrated 
if there were a substitution of (say) risks of interest rate changes for 
mortality risks. We have just been examining the nature of an investment 
policy that would offer some protection against risks of interest rate 
fluctuations. Presumably if Canadian companies interpreted their trustee- 
ship function in the way just described we would observe asset distributions 
and portfolio management consistent to some degree with the requirements 
of such an investment policy and we would note persistent efforts on the 
part of the companies to eradicate or reduce the barriers to the carrying 
out of such a policy. What in fact do we observe? 


In the first place we observe asset distributions that are exceedingly 
Short. Whereas, with companies growing at the rate of the Canadian 
companies, protection against the effects of interest rate changes would 
require a portfolio in which the average term to maturity of the assets was 
of the order of 50 years, it is doubtful whether the average term of the 
assets of any Canadian company exceeds 25 years. In general, not only 
is there not a concentration of long-term assets offsetting the short- 
term concentration in mortgages and short bonds of various kinds, there 
are hardly any long-term assets at all in the portfolios. The fact of the 
matter is that the policyholders and annuitants of Canadian life companies 
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stand to lose if there is a general fall in the level of interest rates. In 
spite of the injunction of the first Superintendent of Insurance repeated in 
the quotation above from the present Superintendent, the Canadian 
companies have been speculating against a fall in the yields of assets. It may 
well be that at the beginning of the post-war period when yields were relat- 
ively low, it was a wise speculation that yields would be more likely to rise 
than to fall further in the forthcoming years. We would not debate whether 
this was wise speculation or otherwise; we would only insist that the 
maintenance of such a preponderance of short-term assets in the portfolios 
was indeed speculation.8° It may be noted that as the post-war years 
passed by, and yields tended to rise, rather than lengthening the average 


term of their assets, the companies on the contrary, shortened the average 
term,®? 


There are of course very real obstacles to the adoption of an investment 
policy by the life companies which would secure some protection against 
fluctuations in yields of assets. We have been at pains to emphasize these 
obstacles above. What has been the attitude of the companies towards 
these obstacles? 


On the matter of options in contracts relating to assets and liabilities, 
we can certainly find evidence in the insurance literature that companies 
do not like optional redemption dates for securities and indeed there is 
some evidence that insurance companies have encouraged the direct place- 
ment of corporate securities in the belief that such practice gives them 
more power in fixing the terms of the offering to their liking. On the 
other hand however, the options in the contracts issued by the companies 
have not appeared to grow any narrower in the past few decades. 


The “narrow” market in many securities imposes an obstacle in that it 
prevents the conversion of assets from one maturity to another. It is 
difficult to see however that the insurance companies have taken a lead 
in pressing developments in the capital market that would reduce this 
obstacle. Their spokesmen have not been vigorous, at any rate, in making 
proposals for developing secondary markets in mortgages and wider markets 
for short-term bonds generally. 


The obstacle to a hedging policy imposed by the absence of long term 
fixed interest securities has also not been tackled vigorously by the compa- 
nies. In the latter part of 1956 the federal government issued a bond with 
a term of 40 to 42 years. There may be technical considerations to explain 
it but the fact is that Canadian life companies showed very little interest 


80 On the matter of reserves and cushions in the companies a few observations will be offered 
below but it must be observed here that whether such cushions exist or not is immaterial to 
the question of whether the companies are speculating. The point may be expressed as follows: 
a bet is a bet no matter what the resources of the bettor. 

81 This fact has been elaborated upon in some detail in Wm. C. Hood and O. W. Main, “The Role 
of the Canadian Life Insurance Companies in the Post-War Capital Market’’, The Canadian 
Journal of Economics and Political Science, V. XXII, 1956, pp. 467-480, where it is concluded 
that “...improvement in the yield on their assets from 3% percent to 4 percent has been 
painfully won at the expense of length of term.” (p. 480). 
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in this security. One might have expected to hear arguments from the 
companies supporting the issue of longer term securities especially by 
governments including municipalities as well as senior governments. There 
have been such arguments no doubt, but they have not been stated and 
repeated with emphasis commensurate with the importance of the matter 
to the companies and to their policyholders. 


There is a compromise with this obstacle arising from the lack of long- 
term fixed income investments in the capital market that is open to the 
companies. Corporation common stocks are, to all intents and purposes 
irredeemable securities. To be sure, they are not fixed interest securities 
though changes in the rate of dividends per share on the kinds of common 
stocks eligible as investments for life companies under present legislation 
are not frequent and are more often increases than decreases. There is no 
denying the fact that a stock is not a bond; to buy stocks instead of bonds 
in an attempt to secure protection against changes in the yields of assets 
is indeed a compromise with the requirements of the theory of the matter. 
But, as we have seen, even within the limits allowed by existing legislation, 
Canadian life companies have been exceedingly reluctant to make this 
compromise with the obstacle to long-term investment implied by the lack 
of long-term bonds for sale in the capital market. 


If the insurance companies interpreted their trusteeship in the manner 
we have suggested, namely to conduct their affairs so as to minimize all 
risks of the business including risks of changes in interest rates, one might 
expect that they would not be so loathe to extend the term of their assets 
and to compromise with the difficulties of doing this at least to a somewhat 
greater extent within the limits of the legislation. Further one might 
have expected more leadership from the companies in attacking other 
obstacles to the pursuit of an investment policy consistent with this 
interpretation of their trusteeship. The conclusion to be drawn then, 
is that the companies have a different view of their trusteeship. 


As matters stand at present the companies provide reserves and cushions 
against the various risks of the business. Indeed most companies write 
a great deal of “participating” business — some, in fact an increasing 
number, write only such business —- and the premium loading in these 
contracts provides an extra cushion. This is a worthy interpretation of the 
trusteeship as no one would deny. However, it has the effect of placing 
upon the policyholder and the annuitant the responsibility of bearing certain 
risks of the business, which the companies might themselves reduce by 
more appropriate investment policy and by concerted effort to improve 
the opportunities for pursuing such a policy. 


It can be argued that yet another view of the trusteeship would be 
reasonable in the circumstances. After all the companies do not sell 
merely term insurance; in fact they sell an investment service combined 
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in varying degrees with insurance against mortality risks. Indeed the vast 
bulk of their policies involves the collection of savings for investment and 
not merely fees for insurance. This being the case it is not unreasonable to 
interpret the function of the trustee rather more liberally than is done 
in the quotations cited at the beginning of this section, and in the Bailey 
canons of 1862 which these quotations so closely reflect, and to suppose 
that to attempt to make something more on investments than the yield 
figured in premium setting would be justifiable. Of course, on this view it 
would still be necessary to provide reserves against losses, to adopt a 
conservative attitude in fixing premiums, and to be prudent in selecting 
risks and in diversifying the portfolio. On the interpretation of the 
trusteeship that seems presently to be favoured by the companies the 
cushions provided by premium loading are directed partly against the 
tisks involved in a short asset position. The modified view of the trustee- 
ship suggested here would involve attempting to lengthen the average 
term of assets so as to release some of the cushion now provided. The 
cushion released might contribute partly to a reduction in the costs of 
insurance or it might be used wholly in support of a more active invest- 
ment policy directed to the earning of higher yields on policyholders’ 
savings. This modified view of the trusteeship would result in an increase 
in the proportion of corporate stocks in the portfolios of Canadian 
companies.*? 


E. Pension Funds 
(1) A Factual Review 


Pension funds may be invested through trust companies, invest- 
ment companies, life insurance companies, unincorporated trustees or by 
private individuals. The amount of pensions paid annually by govern- 
ments to older citizens and by employers or employer plans to retired 
employees has grown enormously in recent years. We shall be concerned 
here with pension plans that involve full or partial funding, that is accu- 
mulation of funds in advance to meet expected liabilities as it is these 
plans which yield pools of funds for investment in financial assets. Some 
of the larger pension plans, such as, for example, that embraced in the 
federal Old Age Assistance Act of 1952, are unfunded; very few plans are 
fully funded.** Even though many plans are unfunded and few are fully 
funded, the accumulation of funds over the last two decades has increased 
very rapidly, and pension funds are now a factor of considerable importance 
in the capital market. 


We shall not undertake a comprehensive review of pension funds and 
their importance in the capital market in Canada. Some questions of 


82 We have concentrated on the risks of changes in interest rates in considering the interpretation 
of the trusteeship. The risks of increases in expenses are very real and important. It has been 
suggested that investments might be made in common stocks to the extent of seven or eight 
percent of assets for the purpose of securing more certain coverage of future administrative 
expense. See W. M. Anderson, The Long View of Life Insurance Investment, op. cit., p. 367. 

83 A plan may be said to be fully funded if sufficient funds are in hand to provide all pensions 
earned to date by participants in the plan. 
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importance such as for example, the net effect of the growth of pension 
funds and of the spread of pension plans on private saving, personal and 
business, we shall not consider at all. We shall restrict our remarks to a 
brief explanation of the classes of pension funds in operation and an equally 
brief review of the limited information available on the assets of trusteed 
pension funds of incorporated companies.** Following that we shall refer 
to the features of the tax legislation that affect the flows of funds into 
pension accounts and that influence the investment of pension funds and 
conclude with a few observations on the principles of investing 
pension funds. 


(a) Some characteristics of pension plans 


(i) Employer plans for employees 


Let us consider first the plans of employers for employees upon 
their retirement and take up plans for the self-employed in the following 
subsection. Pension planning is an exceedingly technical problem, and 
there are myriad variations in the details of pension schemes now in effect. 
We shall attempt only the briefest review of fundamental characteristics 
affecting the financing of these schemes.®® 


The provision of pensions for retired employees may be made with 
contributions either from the employer alone (‘“‘non-contributory plans”) 
or from both the employer and the employees (“contributory plans’). In 
Canada, contributory plans predominate though to a lesser degree among 
large employers than among small.** In the United States, non-contributory 
plans are more common, especially among the largest employers.8*7 Most 
plans resulting from collective bargaining negotiations are non-contributory. 


The formulae used in determining benefits may, for the most part, be 
classified as of two basic variants: the money purchase formula and the 
fixed (definite or unit) benefit formula. Both in Canada and the United 
States, the larger plans are predominantly of the fixed benefit type. 


The essential characteristic of the money purchase formula is that the 
contributions to be made by or on behalf of each employee in any year 
are stipulated by the plan and the amount of the pension deriving from 
that year’s contributions is that which can be purchased then, or later, 
with those contributions. The contributions for both employer and 
employee are usually fixed as a percentage of pay. The benefit that can 


84 The latest compilation of information available to us pertains to the year 1953, and this 
information may well not represent the asset distribution of funds at the present time (spring 
of 1958) especially inasmuch as regulations governing the investment of the assets of trusteed 
plans has been changed in important respects since 1953. It is understood that a new official 
survey of pension funds will be undertaken shortly. 

85 A most helpful study setting forth these and other matters in much greater detail than can 
be attempted here is Walter J. Couper and Roger Vaughan, Pension Planning: Experience and 
Trends, Industrial Relations Counsellors, Inc., New York, 1954. See also Dan M. McGill (ed.) 
Pensions: Problems and Trends, published for the S. S. Huebner Foundation for Insurance 
Education, University of Pennsylvania, by Richard D. Irwin, Homewood, IIl., 1955 

86 Pension Plans and the Employment of Older Workers, A report prepared for the Inter- 
departmental Committee on Older Workers, Department of Labour, Ottawa, 1957, p. 10. 


87 Dan M. McGill (ed.) Pensions: Problems and Trends, op. cit., pp. 77 and 80. 
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be purchased for any employee in any year thus depends directly on his 
salary but inversely on his age. The fixed benefit formula determines the 
annual pension payment as (a) a flat amount, (b) a flat amount times 
the number of years of service, (c) a fixed percentage of earnings or (d) 
a fixed percentage of earnings times the number of years of service. The 
last of these variations, often called the “salary-service” formula is the 
most common. The earnings used in calculating the amount of the pension 
under variations (c) and (d) may be the average of earnings over all years 
of service or the average over the last year or last several years of 
employment. The final earnings versions of the plan are being adopted 
to an increasing degree. The annual contribution of the employee is 
usually fixed as a percentage of salary. The employer is required to furnish 
the balance of the costs. The plans may be, and frequently are non- 
contributory. 


“The major disadvantage of fixed benefit plans (either without 
employee contributions or with fixed employee contributions) is that 
all unforeseeable increases in pension costs fall upon the employer. 
The correlative advantage is that every employee, if able to guess 
future earnings and service with reasonable accuracy, can look for- 
ward to a definite benefit (if the financial circumstances of the com- 
pany continue to permit it). The theoretical advantage of money 
purchase plans is that the employer is protected against increases in 
pension costs and the employee thus has a slightly greater assurance 
of receiving some pension. The correlative disadvantage is that the 
amount of the employee’s future pension is uncertain, since increases 
in costs may result in decreased annuities” .88 


The media for the financing of pension plans include trustees (often, but 
not exclusively trust companies) and the sellers of annuities, such as life 
insurance companies, or in Canada, the Government of Canada or the 
Government of Alberta. If pension contributions are paid to and invested 
by trustees, the trustees pay the pensions as they are earned, from the 
accumulated funds, but give no guarantee that the pensions can be paid. 
Trustees may be given full or limited discretion in the matter of investing 
the pension funds. If the pension contributions are paid to an insurance 
company or other seller of annuities, they may be used to pay the premiums 
on group deferred annuities. In this case the final pension of each employee 
is made up of the sum of the several annuities bought in each year of his 
service by the contributions on his behalf, and of course the insurance 
company or seller of annuities guarantees the payments. 


There are many variations on these schemes. In the case of trusteed 
pension plans, the trustees may, at the time of retirement of each employee, 
purchase for him an immediate annuity, rather than continue to pay his 
annual pension, each year from the funds. A similar arrangement, referred 


88 Walter J. Couper and Roger Vaughan, Pension Planning: Experience and Trends, op. cit., p. 57. 
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to as “deposit administration”, may be made in the case of insured pension 
plans. Thus annual contributions may be deposited with an insurance 
company which guarantees to administer them and to buy immediate 
annuities for each employee as he retires. The insurance company usually 
guarantees the rate of interest to be earned by the fund for a given period 
and for the same or a different period, guarantees the applicable annuity 
premium rates. In somie plans, arranged with insurance companies, the 
contributions are used not to buy group annuities, but to buy individual 
policies on the lives of each employee, that combine life insurance with 
an annuity. 


In Canada, as in the United States, there are many more plans by 
which contributions, as they are made, are paid into insurance companies 
than plans operating through trustees. However, since several of the larger 
plans are “trusteed plans”, this variety serves a larger proportion of em- 
ployees. As of 1953, it has been estimated that 260 funds of incorporated 
industrial companies were of the trusteed variety and served some 390 
thousand employees. There were then some 2,300 group annuity contracts 
outstanding with the life insurance companies under which 227 thousand 
individual certificates had been issued. With the federal government 
Annuities Branch (of the Department of Labour) there were some 1,400 
group annuity contracts involving 159 thousand individual certificates.*? 


In both Canada and the United States, the trend is toward trusteed 
plans and the version of insured plans known as “deposit administration” 
and away from the conventional group annuity insured plan. Money pur- 
chase formulae are almost invariably used in connection with the con- 
ventional group annuity financing medium while fixed benefit formulae 
may be used in connection with any of the financing media we have men- 
tioned. 


The method of accumulating funds for the payment of pensions — the 
funding method — is germane to our considerations. We may conveniently 
distinguish two aspects of the matter: (a) the accumulating of funds to 
pay pensions in respect of service rendered to the employer before the 
adoption of the plan and (b) the accumulating of funds for pensions in 
respect of current and future service. 


Under most pension plans the employer undertakes to contribute to the 
financing of pensions related to the service of the employee rendered before 
the adoption of the plan. The formula adopted for computing this liability 
is almost invariably of the definite benefit type (even if the formula per- 
taining to pension rights accumulated through current and future service 
should be of the money purchase variety). Most employers could not or 
would not wish to set aside at one time a lump gum sufficient to discharge 


89 Survey of Canadian Trusteed Pension Funds, 1953, Reference Paper No. 54, D.B.S. Ottawa, 
1955, pp. 10-11. There is some double counting in the figures given in the sense that for example 
one pension plan may involve several annuity contracts and some trusteed plans may purchase 
annuities. On the other hand the data for trusteed plans is restricted to plans of incorporated 
industrial companies. 
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this past service pension liability. Rather they choose to discharge it by 
setting aside a fraction of the liability each year over a period of say 
20 years. In practice the funding of past service benefits is by no means 
universal or even the provision for funding during the period of active 
service of employees. In some cases of non-contributory funds, the 
employers make no effort at funding the plan, regarding the provision of 
pension payments to retired employees in any year as a current cost of 
that year’s operations. In other cases no funding is undertaken until the 
date of retirement of a particular employee when funds are set aside to 
purchase an annuity for that employee equal to the total pension he is 
deemed to have earned.°° 


For several reasons the practice of funding past, current and future 
service liabilities is growing. In every contributory scheme, of course, the 
employee’s contributions accumulate year after year and make for partial 
funding of the plan. The employer has several alternatives open to him 
in choosing the method of funding his liabilities. One method of funding 
the employer’s liabilities for present service that is used almost invariably 
with insured conventional group annuity plans (whether these are based 
on the money purchase or definite benefit formula) is the single premium 
or “step rate’ basis of funding. By this method, the cost of the pension 
deriving from the service of each employee in any year is met by paying 
a group annuity premium each year which will reflect the age-sex dis- 
tribution of the employer’s work force in that year. The essential feature 
of this method is that it provides for or buys pensions as they are earned. 
Usually therefore, there is no setting aside of reserves for changes in the 
liabilities per head of the work force deriving from changes in turnover, 
labour force composition and in salaries. The individual level premium basis 
of funding is one which bases the employer’s annual contribution on the 
annual premiums, determined for each member of the plan individually, 
which will provide, at compound interest, the benefit to which his present 
salary and prospective years of service entitle him. The employer’s total 
annual contribution may be adjusted to allow for turnover, labour force 
composition and salary increases. The method may be used with trusteed 
plans or insured plans operated on the deposit administration principle. 
It is not ideally suited however for funding plans in which pension benefits 
are directly related to final pay. For this purpose the “level percentage of 
payroll” method is especially suitable though it is also used for other forms 
of direct benefit pension schemes set up on the trustee or deposit admin- 
istration plan. In applying this method it is almost essential to include 
estimated earnings changes in the initial calculations. The object of the 
method is to secure funding by contributing a constant percentage of 
payroll each year. The essence of the calculations involved may be 
expressed as follows. For each employee calculate the present value of 


90 Variations of this case of so-called “terminal funding’ may be found: a fund may be 
accumulated on behalf of employees over the last few years preceding their retirement, or 
over the first few years following their retirement or both. 
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his estimated pension benefits and divide this into the present value of 
his estimated earnings over the remainder of his working life. The result 
is the percentage of earnings which must be accumulated either by employee 
or employer contributions or both over the remaining years of service. 
The total employer contribution on behalf of all employees may be 
expressed as a percentage of total payrolls (it is indeed a weighted 
average of the percentages for the individual employees). An adjustment 
may be made to permit a cushion against the effects of turnover, changing 
labour force composition and other contingencies (apart from changing 
salary scales which have already been allowed for). 


In this brief review we have referred to the sharing of contributions 
to private’ pension plans between employers and employees, the formulae 
for calculating benefits, the media for the financing of the plans, and the 
methods of funding the employers’ liabilities. These characteristics of the 
plans are germane to our special interests in the capital market. We shail 
not review other aspects of the plans, their coverage and eligibility require- 
ments and vesting privileges for example, though these have implications 
for the financing of the plans and from some other points of view are their 
most important features. Before offering information on the growth and 
distribution of the assets of pension funds, let us remark briefly on plans 
for the self-employed. 


(ii) Plans for the self-employed 


The self-employed, and any other persons, have always been able 
to buy annuities or invest for their later years in any other way they might 
choose. Recently however in Canada, in changes announced in the budget 
of 1957, the self-employed were granted a limited privilege of deducting 
contributions to accredited plans from their current income for the pur- 
poses of calculating their income tax liability. Accordingly several classes 
of institutions have developed plans to which the self-employed and others 
may contribute and which will be administered in accordance with these 
new income tax regulations. (Some of the details of these regulations will 
be cited below.) The Federal Government Annuities Branch of the Depart- 
ment of Labour has offered annuities under appropriately altered terms. 
Many of the life insurance companies have undertaken to alter the terms 
of existing contracts involving annuities and to offer new contracts in 
accordance with the regulations. Several of the trust companies have 
developed individual pension savings plans. The method of the trust 
companies has been to establish special funds in which individuals may 
buy units. The value of the units is converted into an appropriate annuity 
for the participant for the period of his retirement. Most trust companies 
have established more than one fund, for example a fixed interest securities 
fund, and a common stock fund, and the individual participant is per- 
mitted, perhaps within certain limits to select the proportions of his total 
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contributions that are to be invested in each fund.?! Some investment 
companies have established or are considering the possibilities of establish- 
ing, possibly in conjunction with trust companies, plans suitable for the 
accumulation of retirement savings in accordance with the tax regulations.®2 


(b) The Assets of Trusteed Pension Plans 


We shall review here only information pertaining to trusteed 
pension funds. Insured funds invested in group annuities or other life 
contingency contracts relating to pension plans are invested along with 
all the other assets of life companies and there is no separate information 
on assets of insured plans.°? We gave information earlier in this chapter 
on the rate of growth of the group annuity business. 


Our information on the assets of trusteed pension funds in Canada 
which is restricted to funds sponsored by incorporated industrial companies 
is, as we have mentioned, very much out of date. The survey from which 
the information is derived pertains to 1952 and 1953 and since then there 
have been several changes in the regulations and practices of trustees which 
may have been consequential. Of these changes perhaps two should be noted 
here. One is the apparent change in attitude of the income tax authorities 
with respect to the investment of funds in common stocks. Until 1956 the 
official policy of the authorities was to accord favourable tax treatment to 
contributions to those plans which undertook to invest their assets in 
accordance with the regulations incorporated in the Canadian and British 
Insurance Companies Act. Since that time, it is the impression® that the 
income tax authorities now impose virtually no restrictions on investment 
policies. The second important change is the development of new schemes 
by trust companies and by investment companies for the investment of 
pension funds. There is reason to think that an increasing proportion 
of the assets of trusteed pension funds may now be invested in the shares 
and certificates of investment companies. The trust companies have since 
the fall of 1955 developed schemes for the pooling of the reserves of 
different pension plans for investment purposes. The devices adopted are 
similar to those for the investment of contributions to individual savings 
plans. The companies have established two or more funds (each to con- 
centrate on the purchase of selected classes of assets, such as government 
bonds, corporate fixed interest securities or common stocks). Contributions 


91 In Ontario, for example, there has been some uncertainty as to the authority under which the 
trust companies may establish such funds. They appear to be of the nature of common trust 
funds, yet the investment practices desired for them are clearly inconsistent with the Ontario 
regulations governing common trust funds. In the declaration of trust or similar document under 
which the plan is registered it is expressly stated in many if not all cases that the company shall 
not be required to comply with the provisions of Section 76 of the Loan and Trust Corporations 
Act, R.S.O., 1950, Chapter 214, and Regulations thereunder, relating to the establishment and 
operation of common trust funds. The procedure has not been challenged, so far as this writer 
has been able to ascertain. 


92 Investors Syndicate of Canada, for example, established in 1957 what it calls Registered 
Retirement Savings Plans, and also established its own Investors’ Trust Company to administer 
these and other plans by which accumulated retirement funds may be invested in certificates or 
shares of one or more of the associated companies. 

93 Although presumably the reserves could be calculated. 


94 We shall refer to this matter below in the discussion of the regulators of the flows of funds. 
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to pension plans that are administered by trust companies may be used to 
purchase units of these funds, the proportions of the contributions to go 
into each fund to be decided upon from time to time by the employer if 
he chooses. These pooling arrangements are designed to benefit the smaller 
pension funds especially. The participants in them periodically receive 
audited statements of the operation of each pooled fund including details 
of investments held.®> Another change since the last survey which has 
affected the investments of trusteed pension funds is the participation by 
the banks in the purchase of N.H.A. mortgages, some of which they have in 
turn sold, particularly to pension funds.%° 


The only figure we have on the growth of the assets of trusteed pension 
funds in Canada is the growth between 1952 and 1953. In this interval 
total assets of Canadian trusteed pension funds operated on behalf of 
incorporated industrial companies, increased by 16.5 percent, from $717 
million to $835 million.%* In the United States the assets of corporate 
trusteed pension funds increased by the following percentages in the years 
1952 to 1956; 1952, 23:7 percent; 1953, 2012 percenty 19547 1's Otpercerit, 
1955, 17.1 percent;°1956,°16.9" percent’ At the-end Ol 19501 the tassetesa. 
these funds amounted to some $16.6 billion which may be compared with 
total assets of life companies in the U.S. of $96.0 billion and reserves in 
the corporate pension funds administered by life companies of $12.3 
billion.°S For both countries these are large rates of growth and substantial 
accumulations of assets. 


The Canadian information shows that for 1953 Canadian corporate 
trusteed pension funds were invested in federal government bonds to the 
extent of 34 percent; other bonds, 50 percent; stocks, 7.5 percent; mort- 
gages, 4 percent; and other assets, 5 percent. The information for the 
United States shows that for 1956, corporate pension funds were invested 
in U.S. government bonds to the extent of 14 percent; other bonds, 52 
percent; stocks, 26 percent; mortgages, 1.4 percent; and other assets, 
6 percent. (AI figures in this paragraph are based on book values). 


95 In Ontario, for example, as with the funds operated in connection with individual retirement 
savings plans, there is some uncertainty as to the authority under which the trust companies may 
operate these consolidated pension funds. They too appear to be of the nature of common trust 
funds, but the amount of the contributions to them and their investment practices are inconsistent 
with the Ontario regulations governing common trust funds. In the trust agreement between the 
company and the employer it is expressly stated in many if not all cases that the company shall 
not be required to comply with the provisions of Section 76 of the Loan and Trust Corporations 
Act, R.S.O. 1950, Chapter 214, or the regulations thereunder relating to the establishment and 
operation of common trust funds. 

96 It is reported by the Central Mortgage and Housing Corporation in its 1957 Annual Report 
(p. 18) that in the years 1955 to 1957, $128.3 million worth of NHA insured mortgages were 
sold, mainly by banks, and for the most part to pension funds. 

97 Survey of Canadian Trusteed Pension Funds 1953, D.B.S. Reference Paper No. 54, Ottawa, 1955. 

98 Securities and Exchange Commission, Washington, D.C. Statistical Series, Release No. 1474 
August 16, 1957. These United States’ data exclude pension funds covering employees employed 
by railroads, banks and insurance companies. 
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2. Regulators of the Flows of Funds 
(a) Tax legislation and regulations 


Of course the legislation governing specifically the practices of 
insurance companies, trustees and trust companies bears to some degree on 
the investment of insured and trusteed pension funds. This has already 
been reviewed in a more general context however. In this section we shall 
consider only the provisions of the Income Tax Act and the regulations 
thereunder, that affect the establishing and administering of pension funds. 


The essential provisions of the Income Tax Act affecting pension plans 
are those whereby contributors to pension funds, employers and employees, 
may within limits, deduct their contributions from current income in com- 
puting their current tax liabilities, if the features of the plans are approved 
by the tax authorities.1°° Regulations respecting many aspects of the plans 
must be satisfied before approval of the deductions may be secured. Let 
us consider first employer plans for employees. 


The effect of the regulations governing employer plans has been to 
encourage the funding of pension liabilities though there are limitations 
placed on the contributions that may be made in respect of current service 
and on the amount and rate of funding of liabilities pertaining to past 
service. Until recently, the regulations also imposed significant restrictions 
on the investment practices of pension fund trustees. 


Certain general requirements must be satisfied by any fund in order 
to be approved. Thus, contributions to the fund must be irrevocably set 
aside beyond the control of the employer; the fund must not operate so as 
to discriminate in favour of certain specific groups such as shareholder- 
employees, or executives, for example; the fund must provide for pensions 
only; and contributions must vest in the employee — employee contribu- 
tions immediately — and employer contributions within a stated time. 


The benefit formula must be stated precisely, though either money 
purchase or fixed benefit variations may be allowed. Employee contri- 
butions with respect to current service and with respect to past service are 
allowed and may be determined in one of several ways but in any event 
deductible contributions may not exceed $1,500 per year with respect 
to each of current service and past service. “The employer must make 
annual contributions to the plan for future service benefits in respect of 
the services performed by the employee during the taxation year.’°! The 
maximum deductible employer contribution that may be made with respect 
to the current service of any employee is $1,500. The employer may make 


99 In June of 1950, the Taxation Division, Department of National Revenue, issued a Statement 
of Principles and Rules Respecting Pension Plans for the Purposes of the Income Tax Act which 
summarizes the relevant parts of the law. Although up to the end of May, 1958, it had not been 
reissued, it has become seriously out of date in several respects. 

100 In the United States only employers may deduct contributions to pension funds from income in 
computing current federal tax liabilities. 

101. Department of National Revenue, Statement of Principles and Rules Respecting Pension Plans 
for the Purposes of the Income Tax Act. op. cit., pp. 11-12 
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contributions in respect of past service. The plan must state the extent of 
such past service liabilities and the method of their funding (terminal 
funding of these liabilities may be allowed) but there are limits to the 
contributions in respect of past service liabilities that the employer may 
claim as deductions. These limits are complicated and will not be given 
here. 


The income tax authorities have approved deferred profit-sharing plans 
as pension plans, contributions to which (by employers or employees) are 
deductible from income, within the statutory limits, for tax purposes. 
However, the regulations require that while employer contributions may 
be determined in relation to profits, they must be determined according to 
a specific formula that is not subject to annual change and which provides 
for a minimum employer contribution in every year whether profits are 
made or not.1°% 


As has been stated above, trusteed pension funds were required to be 
invested according to the provisions of the Canadian and British Insurance 
Companies Act except that no part of the funds was to be invested in any 
obligations of the employer, or a parent or subsidiary company. Apparently 
these regulations have now been relaxed though the Statement of Prin- 
ciples and Rules Respecting Pension Plans for the Purposes of the Income 
Tax Act has never been revised and reissued. In the Budget Address 
of March 20, 1956, the then Minister of Finance announced “Over the 
past year my colleague the Minister of National Revenue and I have given 
considerable thought to the general requirements to which pension plans 
must conform in order to establish the right of tax deductibility for con- 
tributions. ... Our decision is that we should remove the percentage 
limitations relating to equity investments so that trustees will be able to 
govern their own investment policies in the light of the particular pension 
requirements of the plans under their administration.” The situation is not 
entirely clear even yet (some two years later) but apparently the author- 
ities raise no objection to any investment policies whatsoever, save invest- 
ment in an employer’s own firm or its parent or subsidiaries, which is 
still not approved.1° 


In 1957 a new section of the Income Tax Act (Section 79B) was enact- 
ed permitting persons, including self-employed persons, to deduct from 


102, It may be noted that profit-sharing programmes that are not operated as approved pension plans 
are not encouraged under Canadian tax legislation. Under Section 79, the relevant section of 
the Act, all employers’ contributions to the trustee are deductible from his income in the year 
in which they are made but the trustee is required to allocate contingently or absolutely, to 
employees participating in the plan, all contributions from the employer and all earnings by 
the fund, and the employees are required to pay income tax on these allocations. This may work 
considerable hardship on employees who may have to pay income tax on moneys they have not and 
may never receive, who may pay income tax on the capital gains of the funds under 
administration and who apparently are not eligible for a 20% tax credit for dividends from 
Canadian corporations received by the trustee on their behalf. On profit sharing plans in Canada, 
see G. O. Huggan, “Profit Sharing Plans in Canadian Industry”, The Canadian Chartered 
Accountant, V. 69, 1956, pp. 236-242. 


103 However if the pension contributions to an employer’s plan are invested in units of common 
funds operated by a trust company which is the sole arbiter of the investment policy of the 
common funds, an employer’s plan would not be barred from approval, solely because the 
common funds were invested partly in obligations of that employer or his parent or his subsidiary 
concerns. 
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income for tax purposes contributions to retirement savings plans approved 
for the purpose by the Department of National Revenue. There are of course 
limitations on individual contributions; a person may contribute up to 10 
percent of earned income with a maximum of $2,500 annually, or, if he 
is a member of an employer’s registered pension plan, he may each year 
contribute the difference between his contribution to the employer’s plan 
and the lesser of $1,500 or 10 percent of earned income. The general 
features which the plans must exhibit in order to be registered for the 
purpose of tax concessions are the following: the plan may not provide 
any benefit save an annuity payable in equal periodic instalments to the 
member, or jointly to the member and his wife or their survivor; the plan 
may not permit borrowing against the fund, surrender or assignment of 
the annuity or recovery of contributions other than through receipt of 
annuity payments (except in the case of death of the annuitant). As with 
employer pension plans benefits received are taxable in the hands of the 
beneficiary when received. 


To the taxing authorities employer plans and individual retirement 
savings plans represent methods of deferring taxation. The drafting of the 
regulations has encouraged the establishment both of funded employer 
plans, and of plans for individuals. The regulations are however parti- 
cularly slanted, so as to protect the government’s revenues and as a conse- 
quence some inflexibility in the forms of plans and the use of the reserves 
has developed. The reserves in these schemes cannot be used as specific 
collateral for loans. They are not recoverable except in very limited ways. 
Investment in a registered retirement savings plan becomes one of the most 
illiquid of all investments. Does the preservation of the right to tax the 
sums in these funds require that their utilization be so narrowly circum- 
scribed? 


(b) Investment policy: principles and practice 


In this section, we shall refer particularly to trusteed pension 
plans, inasmuch as investment policies of life insurance companies have 
been discussed at some length in Section D above. In discussing life 
company investment policy we argued that because of the very long 
terms of their liabilities, and because the growth in their business 
minimized the need to provide for early-maturing assets in the portfolio, 
life companies acting as trustees could properly invest large proportions 
of their assets in very long term securities. We argued further, that in 
view of the comparative shortage of long-term fixed interest securities 
in the market, the companies acting as trustees, would include a very 
much larger proportion of common stocks in their portfolios than they 
do at present in Canada. All of these arguments pertaining to life 
companies apply a fortiori to the investment of trusteed pension funds. 
There are in addition other powerful arguments especially favouring the 
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choice of common stocks as the appropriate long-term investment medium 
for trusteed pension funds.1°4 


The liabilities of trusteed pension funds are fully as long as those 
of the life companies on the average, and may be even longer since, for 
example, the age at which persons enter pension funds may on the average 
be less than that at which they enter into insurance contracts. 


Moreover, except in those unusual cases in which the employer 
fails or otherwise goes out of business, pension funds covering employees 
will continue to exist and new members will continue to join the plan 
perhaps, indeed, at an increasing rate. It has been estimated that “in 
idealized conditions a newly instituted Fund for men aged 18 to provide 
pensions at 65 is likely to increase for over 40 years without new 
entrants, subsequently declining of course. With the same fixed number 
of entrants at 18 each year after the first, the Fund’s maximum level 
is not reached until some 65 years from the outset, after which it remains 
level.”1°° Thus, again as with life companies, providing that the trusteed 
pension plan is properly funded, ready availability of cash cannot be an 
important emphasis in the investment programme of such a plan. 


Whereas the life insurance companies are under statutory obligation 
every so often to value their assets as at some particular period and 
show a state of complete solvency, trusteed pension funds are under 
no such statutory limitation and are on that account not required to 
worry about temporary declines in the market values of their assets. 
Accordingly they can feel freer to yield to the compulsion of their 
situation and invest substantial proportions of their portfolios in assets 
such as common stocks whose prices tend to be more volatile and subject 
to wider swings than those of short-dated fixed interest securities. 


A great many pension plans, indeed an increasing number of them 
have adopted a benefit formula which relates benefits to the employee’s 
earnings in the last year or years of his service. As a partial hedge 
against the effects of secular inflation of prices and wages, it cannot 
be denied that such a benefit formula is to the advantage of the employees. 
It can be particularly onerous for the employer however, and greatly 
strengthens the arguments for managing the portfolio so as to enhance 
the prospects for capital gain and in particular for including a very 
substantial proportion of common stocks in it. 


Some life insurance companies in the United States have undertaken 
to issue variable annuity contracts by which the annuity payments 
received by the beneficiary vary directly with the cost of living in some 
prescribed manner. Pension plans have also been constructed on the 


104 A very helpful discussion of pension fund investment policy is that by K. M. McKelvey, ‘‘Pension 
Fund Finance’’, Transactions of the Faculty of Actuaries, vol. 25, 1957, pp. 113-142, and the 
comments thereon, ibid., pp. 143-165. 


105 K. M. McKelvey, Pension Fund Finance, op. cit., p. 118. 
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variable annuity formula.1°° When such contracts and plans are entered 
into it is all the more necessary to contrive to manage the funds so as to 
reap capital gains. The methods for seeking to accomplish this are the 
adoption of an active trading policy and the inclusion of a liberal 
proportion of common stocks in the portfolio. ? 


We have referred to the fact that as of 1953 Canadian trusteed pension 
funds, operated on behalf of incorporated industrial employers, had 
invested about 7.5 percent of the book value of their portfolios in 
stocks. The American figure for 1956 is much higher, amounting to a little 
over a quarter of total assets at book values or a third of total assets at 
market values. With the change in the income tax regulations there is 
little doubt that this Canadian proportion will rise; theoretical reasoning 
would certainly conclude that it should. The smaller plans which normally 
would be unable to achieve the diversification necessary to justify investing 
a large proportion of the fund in stocks, will be greatly assisted in this 
respect by the methods of pooling pension funds for investment purposes 
developed by the trust companies and described above. 


We should like to consider in some detail the responsiveness of 
pension fund investments to changes in the relative yields of assets, 
but the data on which to base a factual analysis are not available. 


F., Concluding Observations 


In this chapter we have considered several of the major non-banking 
financial institutions. In each case we have discussed first some of the 
facts concerning their assets and their operations and then some of the 
regulators of the flows of funds to them and from them. We have noted 
several places where we were hampered in pushing the analysis as far as 
we should have liked, either by the lack of data, or the inability to 
conduct research in the detail required. 


In the discussion of trust companies, after reporting on the nature 
of the trust company business, the growth in the assets under their 
administration, and the asset composition of their company and guaranteed 
funds, we turned to the legislation governing their investment policy, 
particularly the Ontario legislation. In the light of our review of this 
legislation and in the interests of reducing the compartmentalization 
of the capital market by widening the investment opportunities open to 
specific blocks of funds, we have no cause to quarrel with the statement! 


106 One of the first and most widely known of these plans is that connected with the College 
Retirement Equities Fund operated in conjunction with the Teachers Insurance and Annuity 
Association and initiated in 1952. According to this plan premiums are contributed by and on 
behalf of the participants. Part goes to TIAA to purchase a fixed dollar annuity and part goes 
to CREF to purchase “accumulation units”, i.e. shares in the Equities Fund, which vary in 
value with the assets in the fund. The participant may elect to devote 4, % or % of his premium 
to the purchase of these units. Upon retirement the participant exchanges his accumulation units 
for a promise from CREF to pay him a fixed number of annuity units per month for life. The 
annuity units are revalued each year. 

107 In an address to the Canadian Club of Toronto as reported in The Globe and Mail of Toronto, 
April 29, 1958, p. 22. 
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of Mr. J. G. Hungerford of the National Trust Company: “It is well 
known that many beneficiaries of estates have suffered severely as a result 
of the application of our outmoded investment laws. . . . Nova Scotia 
is the only province so far that has widened the investment powers of 
trustees. Let us hope that other provinces will follow her lead.” We noted 
that the practice of granting wider discretionary powers to trust companies 
in wills is growing; this is desirable as a general principle. We noted also, 
that beginning in 1952 several trust companies have established common 
trust funds which also have the effect of permitting diversification of the 
holdings on behalf of specific trusts, and enlarging the range of assets 
in which estates, trust and agency funds may be invested. Subject to one 
or two exceptions we could not contend that trust companies in their 
investment practices are not responsive to changes in the differences 
in yields of financial assets, within the limits imposed by legislation, 
and the companies’ concepts of good practice. But on the one hand the 
limits imposed by legislation are severe and on the other hand information 
on the investment of estates trust and agency funds — which constitute 
the vast bulk of the funds administered by trust companies — is exceedingly 
meagre. 


The investment companies, or at least some kinds of them are newer 
to the Canadian scene and although their total assets are still small by 
comparison with those administered by some other classes of financial 
institutions, they are growing rapidly and will play a role of increasing 
importance in the capital market. Since apparently less is known generally 
about these companies we took some pains to identify them and to 
describe their activities. We described separately the certificate companies, 
the open-end companies, the closed-end companies, and the non-resident- 
owned companies. The assets of all of these companies at the end 
of 1956 totalled some $1 billion; the closed-end companies have grown 
least rapidly. The tax legislation has been of very great importance in 
promoting the formation of these companies and the flows of funds to 
them and in influencing their investment policies. While the portfolios of 
the companies show significant differences, considered as a whole the 
companies, apart from the certificate companies, invest preponderantly in 
stocks. As has been explained, the non-resident-owned companies cater 
especially to those investors in the United States who wish to take 
advantage of certain differences between the tax laws of Canada and 
that country, and in so doing induce a significant flow of long-term 
capital to Canada in quest of yield and capital gain but not control 
of enterprises. There can be little doubt that the growth of investment 
companies has permitted the funds of many smaller investors to flow 
into a longer, more diversified list of assets and in this sense has served 
to increase the responsiveness in the market to changes in yield dif- 
ferentials inasmuch as the professional investment managers operating 
these companies are themselves cognizant of yield differentials and are 
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within the limits imposed by tax laws and their own investment objectives, 
sensitive to these differentials. 


The bulk of this chapter has been devoted to the life insurance 
companies. In discussing these companies we reviewed some of the facts 
concerning their assets and liabilities in Canada. We noted features of 
the changing distribution of their assets such as the decline in their 
holdings of government bonds and the rise in their holdings of mortgages 
and corporate bonds. We referred to the increasing role of group 
insurance and group annuities and the declining role of endowment 
insurance in their total business and stressed the implications of the very 
rapid growth in their new business especially in the post-war years. 
We considered their investment policies especially in the light of the fact 
that their assets would continue to rise for another 10 to 20 years even 
if no new business were written. We reviewed the regulators of the flows 
of the companies’ funds. We concluded that by and large the companies 
are sensitive to changes in the differential yields of assets. We noted the 
ways in which the insurance companies acts regulate their investment pro- 
gramme and we commented on certain conventions guiding the companies 
in making investments. In a note on principles of insurance company 
investment we developed the theme that an alternative to the conventional 
interpretation of the companies’ trusteeship was reasonable and that this 
alternative interpretation would result in an increase in the proportion 
of stocks in the companies’ portfolios. In these final remarks we shall 
offer a few further observations on the legislation governing investment 
practice and on the holdings of stocks by the companies. 


There seems little doubt that the legislative requirement that stock 
holdings be reported at market values operates to restrain the companies 
from investing in stocks to a greater degree. Insurance companies have 
failed and their failures have supported demands for legislation. How- 
ever, in a business whose cash income would normally exceed its cash 
outgo for a decade or two even if it stopped doing new business, the 
problem of solvency becomes much more than a matter of liquidity. 
Of course at best, certification of solvency can only be a conditional 
statement; it implies that the affairs of the company seem to afford 
adequate protection against such adversities as can be contemplated 
at the moment. This is nevertheless a useful statement. It is a question 
however whether it is necessary to require that stocks never be valued 
at more than market value in order to judge the solvency of a company. 
Surely this can be judged if all details of the assets can be known, no 
matter how the assets are in fact shown in any particular statement to 
the authorities. It is just as possible and in some ways no less injurious to 
imply that a company is insolvent when it is not as to imply it is solvent 
when it is not. Both extremes are to be avoided; perhaps this can best be 
guaranteed by flexible rather than rigid valuation requirements. It must 
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constantly be borne in mind that there is little likelihood of the company 
being forced to sell its assets — soon in any event. The legislation might 
pay less attention to rigid valuation requirements, as it does in the United 
Kingdom, and the supervisory authorities might express more concern 
for the degree of protection against interest rate movements implied 
by the structure of the portfolio as a whole. 


Although the present restriction of common stock holdings to 15 
percent of the ledger assets is not at the moment an effective limitation 
on the companies’ ability to hold stocks it might well become so if the 
valuation requirements of the legislation were changed and if the present 
view of the companies’ trusteeship were modified. It is suggested that if 
this restriction becomes an effective limitation it should be raised sub- 
stantially. An increase in the proportion. of assets that may be held 
under the “basket clause” would also have the effect of giving the life 
companies more latitude to pursue an investment policy consistent with 
the modified view of the trusteeship suggested above. 


Our examination of life insurance company investment policy has led 
us to the view that the companies, writing contracts in terms of fixed 
dollar amounts, could, as trustees of the policyholders and annuitants, 
include a larger proportion of equities in their portfolios both to lessen 
the risk of loss through adverse changes in the yields of assets and to 
enhance the earnings on their policyholders’ savings. If the companies 
come to write so-called “variable annuity” contracts, then the proportion 
of stocks in their portfolios will have to be increased. 


When all is examined, the conclusion must be reached that there is 
probably no institution or buyer of any kind more strongly placed for 
investment in stocks. Their funds are large, so that they can diversify 
widely, as they should. Their liquidity needs are virtually nil so that 
they need never be pressed to sell any particular security from their 
portfolios at an especially unfavourable moment. 


However, no one would suggest that life insurance investment policies 
should be changed quickly in any significant way. If the views expressed 
in this chapter have any validity one might anticipate a gradual lengthening 
of the average term of life company assets, a gradual increase in the 
proportion of stocks in the portfolios and a general increase in the 
degree of diversity among the assets. While this writer does not subscribe 
to the view that there is an over-all shortage of stocks outstanding of a kind 
suitable for the portfolios of life insurance companies, abrupt changes in 
policy would needlessly raise special problems. 


The life insurance companies in Canada have a creditable record of 
successful operations reflected in the very rate of growth of their business 
which has been the subject of special consideration in the above discus- 
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sion. But life insurance companies should be freer to select those invest- 
ment policies deemed likely to serve best the interests of the policy- 
holders for whom they act as trustees. 


Our review of pension funds noted the very rapidly growing importance 
of these funds in the Canadian as in other capital markets. It is true 
that the very rapid rate of adoption of new plans cannot be maintained 
indefinitely and that therefore the contribution to the growth of these 
funds made by the funding of past service liabilities will gradually 
diminish in relative importance, but there are many reasons for believing 
that these funds will in total nevertheless continue to grow very rapidly. 
The funding of these plans has been fostered by tax legislation which 
permits both employers and employees, within limits, to deduct contribu- 
tions from income in computing current income tax liabilities. A brief 
review of principles of pension fund investment policy led to the conclusion 
that a very large proportion of these funds should be invested in assets 
with prospects of capital gains. The income tax regulations do not now, 
except in one particular, restrict the investment policies of those responsible 
for trusteed pension plans, and the trust companies have been ingenious 
in devising pooling arrangements (in the face of what is apparently 
hostile legislation) permitting smaller as well as larger funds to hold a 
diversity of assets including common stocks. Developments in the field of 
pension funds in the last few years in Canada have been very largely in 
the direction of widening the range of assets into which pension funds 
may flow and in the light of the criteria by which we are judging the 
capital market this is all to the good. 


In recent decades, although the proportion of gross income remaining 
at the disposal of the private sectors of the economy has diminished, an 
increasing proportion of current saving of non-corporate domestic savers 
has been channelled through financial intermediaries. On the whole 
this latter trend has probably meant that the allocation of private 
non-corporate saving to those who would use the funds to purchase 
real assets has been made with greater sensitivity to yields and prospective 
yields in the capital market. This is not certain; for there have always 
been many individual savers who were sophisticated investors, and 
financial institutions have been bound by law and custom in their invest- 
ment practices. But within the limitations imposed by law and custom, 
the professional investor is likely to be more sensitive to yield differentials 
than the non-professional investor. In any event, the fact that an increasing 
proportion of domestic private non-corporate saving is now flowing 
through the financial institutions, adds significance to the suggestions 
that have been made in this chapter for changing the legislation and 
otherwise reducing the barriers that circumscribe the institutional invest- 
ment managers in their responses to price or yield changes throughout 
the capital market. 
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While it is important to accomplish this, it is also important to see 
that the individual saver is not placed in an increasingly inflexible position 
by virtue of his increased propensity to direct his savings to the institu- 
tions. In a sense, and whether the individual saver is always conscious 
of the fact or not, in directing his savings to institutions he selects 
institutional investment managers. It is in the interests of proper working 
of the capital market that the individual saver be able to form an opinion 
about how successfully his investment manager is performing for him 
and be able without excessive cost to shift his funds and commitments 
from one institution to another. In some respects recent developments 
have been helpful in this regard and in some respects they have not. 
It has never been very easy for the individual policyholder to determine 
what is the» cost of his insurance on the one hand and what yield he is 
making on the savings part of his policy on the other hand. This is in 
the nature of things; an insurance contract is more often than not a 
“package deal” in which the costs are not easily separable by anyone. 
In any event to surrender a policy with the intention of transferring the 
proceeds to another insurance company or to another investment institu- 
tion has always been a rather costly procedure. Investment companies 
have become more prominent and it is somewhat easier to determine the 
yield being earned on an investment with one of these companies. While 
it is not costless to transfer funds from an investment company (as a 
rather substantial fee is charged at the time the investment is made) 
it can be done and probably more cheaply than one can transfer funds 
from an insurance company. Some investment companies are operated 
in association with others, and within the group of co-operating companies 
transfers of funds can be made without cost. On the other hand while 
the growth of investment companies has perhaps improved the over-all 
possibilities of judging investment performance and shifting funds, the 
growth of pension funds probably has not. Contributions to pension funds, 
by or on behalf of employees and other persons are usually irrevocably 
committed. It is true that in the case of trusteed employer plans, the 
employer may remove the funds from one trustee to another. In the 
case of the individual retirement plans recently encouraged by the income 
tax authorities, funds once committed cannot be recovered except as an 
annuity beginning at retirement age. There is no cash surrender option. 
This seems a high price to pay apparently for administrative convenience. 
We do not suggest that there should never be long-term commitments in 
the capital market nor that those who assist in or who are inconvenienced 
by transfers of assets should not be compensated. We do suggest that 
inflexibility of commitments should be avoided when possible, that costs 
of transfer should be minimized and that information germane to the 
question whether funds might profitably be transferred should be made as 
accessible as possible. 
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Chart 7.1 
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THE BANKING SYSTEM AND THE MONEY MARKET 


For PURPOSES of the discussion in this chapter we shall take the 
banking system to include the chartered banks and the Bank of Canada. 
In this volume we have already referred to many aspects of the functioning 
of the banking system in the post-war period. In other volumes and in 
articles, other writers have written much more about the banking system 
than about other financial institutions or the financing of particular sectors 
of the Canadian economy. For these two reasons this chapter will be 
shorter than some others and much shorter than the relative importance 
of the banking system would warrant. 


Following the pattern established in earlier chapters, we shall refer 
first to selected characteristics of the banks, the Bank of Canada, and 
the money market. In the latter part of the chapter we shall discuss the 
banking legislation, the chartered banks and the price system in the 
capital market, and selected conventional practices of the banks. The 
impact of monetary policy on the banks and the money market will be 
discussed at the end of this chapter, but broader aspects of the working 
of monetary policy in and through the capital market will be reserved 
for the final chapter. 


A. Selected Characteristics of the Canadian Banking System 
1. The Chartered Banks 


a) The structure of the chartered banking system 


Commercial banks in Canada operate under authority vested 
in them by the Parliament of Canada through the Bank Act. The Bank 
Act is subject to revision every decade as are the charters of the banks 
granted by the Act. The last revision of the Act was in 1954. The 
provision for regular decennial revision of the Act, by enforcing periodic 
review of legislation and practices, has been a useful means of keeping 
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the legislation attuned to the changing requirements of the economy for 
banking accommodation.? 


The capital required to establish a bank in Canada is large (it was 
set at half a million dollars by the Bank Act of 1870 and raised to one 
million in the revision of 1954). The number of banks in Canada has 
beem progressively reduced by amalgamations; there were over 44 in 
1880, and there are only 9 today. The commercial banking system in 
Canada thus consists of a few banking organizations and many branch 
offices. The number of branches of each bank at the end of March 1958 
is shown in Table 8.1. In addition to the 4,556 Canadian branches shown 
in Table 8.1, Canadian banks were operating 149 branches (including 
4 sub-agencies) in other countries, particularly the West Indies, at the 
end of 1955. 


Table 8.1 


CANADIAN BRANCHES OF INDIVIDUAL CHARTERED BANKS 
AS AT MARCH 31, 1958 


(Includes sub-branches and sub-agencies) 


Royal Bank ofGanada. sone acters oe Caterer menace mere 830 
Ganadian:Bank: of Commerce sake cee eee 772 
BankoL Montreal sigs ose oie Oe eee ee TO 
Banque @anadienne Nationale wena ee tee eerie 586 
Banks of Nova SCOtIas s.« «sie. sis ueeerer erae ee ieice eee aes 499 
Moronte-Domumion Bank: 14-1  eee eee ee eee 494 
Provincial Bank of Gana dasvymte ie eee arene ieee 346 
Imperial Bank of Canada\ 299 
Barclays Bank (Canada) if ete ‘6 [a 'e 0 foe) eve).e: © eallaese 16. 616 a @ wile lee & loonie 
Mercantile Banksof Canadacnaate raceme ote oer 3 
CO Call es 6 cee atte ee eee tan rc iea hs Fe irc oct a AR ae, ee 4,556 


Source: Bank Directory of Canada, Houston’s Standard Publications Limited, Toronto, April 1958. 


The branch system of banking offers many advantages. A large 
banking organization is able and often willing to establish banking 
services in growing localities before the time at which such services 
can become profitable. The branch system enhances the geographic 
mobility of funds. It is sometimes contended that if a large banking 
organization makes a practice of shifting employees among branches 
in diverse locations, the staff enjoys a breadth of training and experience 
not easily acquired otherwise. (On the other hand advantage may accrue 
to the small bank from the very direct concern of the chief officers who 
are often principal shareholders). The large bank with many branches 
may diversify risks and make proportionately larger business loans than 


1 See C. A. Curtis, ‘History of Canadian Banking” reprinted from the Encyclopedia of Canada 
as Chap. II of Readings in Money and Banking (E. M. Rosengren, ed.), Toronto, 1947; A. 
B. Jamieson, Chartered Banking in Canada, Toronto, 1955, and R. Craig Mclvor, Canadian 
Monetary, Banking and Fiscal Development, Toronto, 1958. 

A new bank, The Mercantile Bank, was established recently in 1953. There have been two recent 
amalgamations, the Bank of Toronto with the Dominion Bank in 1955, the Imperial Bank of 
Canada with Barclays Bank (Canada) in 1956. 
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the small bank which must find its customers among relatively smaller 
borrowers. The concentration of bank management in a few banks 


permits a higher frequency of personal contact of central banking author- 
ities with the chief officers of the commercial banks. 


Reference to the concentration of banking business in a few organiz- 
ations raises the question of the character of the competition among banks. 
The high initial capital required to start a bank in Canada, which has 
already been referred to, is one factor which makes it very difficult for 
new banks to become established to compete with those already 
established. Another factor is the inability of a new bank to offer its 
customers the considerable advantages (such as the privilege of having 
cheques cashed at par) of a far-flung system of branches. Among the 
existing banks there is however, keen and continuous competition though 
it takes the form more of competition in service for loan and deposit 
accounts, than of price competition. The opening of branches, sometimes 
in new areas before they can be self-supporting is an aspect of the 
competition among banks for deposit accounts. In recent years several 
banks have introduced special savings plans and budget plans to attract 
depositors, and bank advertising tends to concentrate on the deposit 
facilities rather than the lending facilities provided. The competition for 
deposits is evidenced by the fact that the threat to withdraw a deposit 
account may sometimes be useful to a would-be borrower. There is 
reason to think that beyond a point, the considerable increases in term 
lending on three occasions during the post-war period were somewhat 
grudgingly permitted by the banks, because they were unwilling to lose 
the accounts of threatening seekers of longer-term funds. On the other 
hand, the firms in this oligopolistic industry agree on the charges to be made 
for loans, and other services as well as the interest rates to be paid on 
personal notice deposits.? In a statement before the Banking and Com- 
merce Committee of the House of Commons, the then President of the 
Canadian Bankers’ Association declared that “The Canadian banks have 
for years entered into discussions and have reached understandings 
respecting charges for certain services.” He further asserted that “discus- 
sions of charges which have taken place have almost invariably resulted 
in the bank which is willing to operate at the lowest charge setting the 
pattern for all the others.” He concluded with the debatable contention 
that “the business of branch banking which services the entire nation, 
requires some basis of uniform minimum charges if it is to fulfil fairly 
and efficiently the requirements of the Canadian people.”* It should 


3 In this statement, non-personal notice deposits are deliberately excluded because, since December 
1955, the banks have followed the practice of fixing the rate on such deposits in amounts of 
$100,000 and over, placed for 90 days or more, at ¥4 percent below the most recent average 
Treasury bill tender rate. (See J. S. G. Wilson, “The Canadian Money Market Experiment, 
Banca Nazionale del Lavoro Quarterly Review, March 1958, p. 10.) It is of course likely that 
the decision to adopt this practice was reached jointly by the banks. 


4 i Proceedings and Evidence, Standing Committee on Banking and Commerce of the 
ciliate aie al No. 22, April 8, 1954, p. 1035. In the evidence of April 6, 1954, the same 
witness testified that agreement is reached among the banks as to the rates to be paid on 
deposits (p. 1002). 
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be remarked that the agreement that is arrived at in respect of charges 
for services is an agreement respecting minimum charges. Thus for 
example the prime loan rate is agreed upon among the banks, but in 
day-to-day practice there may of course be differences among the banks 
as to the classifying of loans as prime or otherwise. In the quotations cited 
above it is remarked that charges are “almost invariably” set at the lowest 
figure at which any bank is willing to operate. This remark leaves one 
rather uncertain as to whether, in the face of difference of opinion as to 
the desirability of a change,° decision may be delayed. Postponement of 
decisions in the face of disagreement may in some circumstances account 
for the apparent lack of flexibility in loan rates and deposit rates. But 
on this we shall have more to say below. | 


b) The liabilities of the chartered banks 


We shall comment first upon the capital of the banks and then refer 
to their deposit liabilities. Approximately two-thirds of the shareholders’ 
equity in commercial bank assets derives from the sale of stock and 
one-third from the retention of earnings. For all banks together the 
ratio of shareholders’ equity to total assets stood at 5.1 percent at 
December 31, 1957. This ratio for each bank is shown in Table 8.2. 


Table 8.2 


RATIO OF SHAREHOLDERS’ EQUITY TO TOTAL BANK ASSETS 
DECEMBER 31, 1957 


Ea Banque Provinciale dur Canadans 1: ees oats serene 
The CanadianiBank of-Commerce? 6h saihsv Aandi 
The Royal Bank: ofs@ana day pve neces eee 
Banque, Canadienne Nattonalenmn. -arsecieen sence 
ImperialiBank of Canada? . ty. ertehiaa. else. ee 
TheiMercantile;Bankvof Canadair, tiie. ae eee 


SOR TSS ON Cae es od 
Sapa A eS So 
NON wRaADwoN 


SourcE: Canada Gazette, Supplement, February 1, 1958. 


In 1954 a change was made in the Bank Act which removed a major 
obstacle to the issue of bank shares. Formerly any issue of unsubscribed 
capital stock had to be offered pro rata to all existing shareholders. However, 
the securities regulations of some foreign countries called for the disclosure 
of information in addition to that required in returns to the Minister of 
Finance under the Bank Act. In the 1954 revision of the Act provisions 
were introduced that permitted banks to exclude residents of such foreign 
countries from offers of new issues of shares. Banks may, however, offer 


5 Desirability of change will no doubt usually be related tothe earnings position of individual banks and 
of banks in general. Competition among the banks can hardly be expected to be pressed to the point of 
placing any particular bank in the position of showing an overall loss; conversely the banks will be reluc- 
tant to show earnings that may appear unduly high. 


6 This information derives from Exhibit No. 5 on page 787 of the Minutes of Proceedings and Evidence of 
the Standing Committee on Banking and Commerce, (House of Commons, 1954). 
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transferable rights to non-resident shareholders. Since 1954, several 
Canadian banks have issued additional shares of stock. 


It is appropriate at this juncture to refer to the so-called “hidden” or 
inner reserves of the banks. These reserves are not shown explicitly as 
liabilities, but are deducted from the values of assets. They are hidden 
in that only the net values of the assets involved are shown. The principal 
classes of assets against which banks at present maintain inner reserves 
are loans and investments other than securities of the governments of 
Canada and its provinces. It has been the policy of successive govern- 
ments in Canada not to require the banks to make public their inner 
reserves inasmuch as any particular changes in these reserves may be 
seriously misunderstood unless viewed with a trained eye in the pers- 
pective of their history and other features ofs the banks’ position. Under 
Section 68 of the Bank Act the Minister of Finance has the responsibility 
to report to the Minister of National Revenue any transfers of income to 
reserves which he deems to be excessive, but the banks are free to transfer 
income upon which tax has been paid to reserves to the extent they choose. 
The formula used in 1954 by which the Minister of Finance decided upon 
reasonable transfers is public knowledge. There has been no public state- 
ment as to whether there have been changes except that in January 1957, 
the banks were required by order-in-council, to record their holdings of 
securities of the governments of Canada and its provinces at amortized 
values so that no inner reserves are now held against these securities. 


As of the banks’ fiscal year ends in 1953, about three-quarters of the 
holders of chartered bank shares were located in Canada and these holders 
held about three-quarters of the shares.’ 


Turning now to the deposit liabilities of the chartered banks we note 
first the obvious point that deposits are the principal liability of the 
commercial banks; at December 31, 1957, they constituted 93 percent 
of total liabilities. A rough order of magnitude of the relative importance 
of the various classes of deposits is indicated by the figures in Table 8.3. 
The figures pertain to December 31, 1957; there are of course substantial 
variations in some categories of deposits as for example depogits of the 
Government of Canada. 


It is apparent from the table, that personal savings deposits, payable 
after notice, are, by far, the largest class of deposits in the Canadian 
chartered banks. In interpreting this figure however, it must be borne 
in mind that while legally the banks have the right to demand notice of 
withdrawal from these personal savings deposit accounts, they do not in 
practice require such notice, and depositors write cheques against these 
accounts. The recent introduction of personal checking accounts has 
not yet altered significantly the practice of many Canadian persons of 


i Exhibit No. 4 in Minutes of Proceedings and Evidence, Standing Committee on Banking and Commerce, 
House of Commons, 1954, p. 786. 
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Table 8.3 


DEPOSIT LIABILITIES OF CANADIAN CHARTERED BANKS 
AS AT DECEMBER 31, 1957 


Percentage of 
total deposits 


Deposits by Government of Canada in Canadian currency............ 3 
Deposits by Canadian provincial governments in Canadian currency.... 1 
Deposits by other banks in Canadian currency:.......<...-++:+ccee- 1 

2 


Deposits by other banks in currencies other than Canadians wos con ek 
Personal savings deposits payable after notice, in Canada, in Canadian 


CUILONCY sa ae Hoos Riis) ~', spoil eM oka scateh oy clekesSoaetele teten a, SERPS) a ee co ae hee 46 
Other deposits payable after notice in Canadian currency............. = 
Other deposits payable on demand in Canadian currency.............. 31 
Other deposits in currencies other than Canadian.................... 12 

‘Lota? 54, 9258, 2S, Be ree, Sea, eee, OTE ae 100 
Value of total deposits (§ millfOns)-............0ccceccecceecees 13,234 


Source: The Canada Gazette, Supplement, February 1, 1958. 


using their savings account both as a checking account and as a vehicle 
for accumulating savings. The importance of personal savings deposits 
in the total of deposits reflects a fundamental feature of chartered banking 
business in Canada however. The chartered banks serve both as savings 
banks and as commercial banks in the more restricted usage of the 
latter term. Specialized savings banks are not as common or as large, 
relatively, as in some other countries such as the United States.8 This 
fact, that chartered banks in Canada serve as repositories of savings 
deposits on a large scale, has important implications for their investment 
practices, present and potential, to which further reference will be made 
below. Interest is paid on these deposits. 


The second largest class of deposits consists of the so-called “current 
account” deposits of persons, business and municipalities, comprising, 
at the end of 1957, some 31 percent of total deposit liabilities. No interest 
is paid on these deposits. The third largest class, foreign currency deposits 
owned by non-banking depositors, at 12 percent of total deposits, reflects 
the rather large business conducted by Canadian banks in certain other 
countries Non-personal notice deposits payable in Canadian currency 
represent funds deposited at interest for specified intervals by businesses 
and some institutions and municipalities. Federal government deposits 
are distributed among the individual banks, in accordance with a formula 
worked out and revised from time to time by the banks. The formula 
presumably reflects in some way the volume of government business done 
by each bank. 


8 Mention may be made of other savings institutions, apart from chartered banks, trust companies, 
and credit unions which have already been referred to in this study. There is first of all the 
Post Office Savings Bank established under the Post Office Act of 1867 and having deposits 
at March 31, 1955, of $37 million. Then there are the Newfoundland Savings Bank, the Province 
of Ontario Savings Office and the Provincial Treasury Branches in Alberta having deposits at 
March 31, 1955, of $28 million, $73 million and $22 million respectively or $123 million in all. 
Finally there are the Montreal City and District Savings Bank and La Banque d’Economie de 
eee established under federal legislation and having combined deposits at March 31, 1955, 
of $238 million. 
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c) The assets of the chartered banks 


The total assets of the Canadian commercial banks are shown in 
Table 8.4. In Part A of the table, the Canadian and foreign assets of 
individual banks are shown separately. In Part B, the relative magnitudes 
of total assets and of Canadian assets in various broad categories (as 
indicated by the averages of month-end figures in 1957 and by the figures 
for the end of 1957) are shown. It is apparent from these figures that 
Canadian loans are by far the largest category of asset held by the chartered 
banks. This has not been the case throughout the post-war period. At 
the end of the war bank holdings of Canadian government bonds were 
almost twice as great as the value of Canadian loans. 


The cash reserves of the chartered banks are, under the Bank Act, 
defined as the banks’ holdings of Bank of Canada notes and their deposits 
with the central bank. In the revision of the Bank Act in 1954 the 
formula by which the required cash reserves are computed was changed. 
Before the revision each bank was required to maintain at all times cash 
reserves in an amount not less than 5 percent of its deposit liabilities 
payable in Canadian dollars. The banks in fact maintained their reserves 
at a figure substantially in excess of 5 percent of their Canadian deposits. 
They could not run their reserves down and maintain them at a figure 
close to 5 percent of deposits for fear that large unexpected withdrawals 
of cash would force the cash ratio below the legal minimum. By the 
formula adopted in the revision of the Act the banks are not required 
to maintain reserves above a specified minimum at all times, but only 
on the average over a month. The actual formula is rather complicated. 
For purposes of determining required reserves in any month, deposit 
liabilities and holdings of Bank of Canada notes are taken as the averages 
of these quantities at the close of business on the “Wednesdays in each 
of the four consecutive weeks ending with the last Wednesday but one 
in the preceding month.” Deposits with the Bank of Canada are taken as 
the average of the deposits at the close of business on each business day 
of the current month. This formula permits the banks to adhere much 
more closely to the required minimum, which, since the revision, has been 
set at eight percent of Canadian deposits. With this formula, any bank 
is able to calculate at the beginning of a month, the average deposits which 
it will have to maintain at the Bank of Canada during that month. 
If at the beginning of the month its deposits are higher than will be 
required on the average, it can plan to reduce them over the month; 
conversely if at the beginning of the month its deposits are lower than 
will be required it must plan to build them up over the month. Thus 
within any month it is possible to witness an expansion of bank assets 
while bank deposits at the Bank of Canada are declining, or a contrac- 
tion of bank assets while bank deposits at the Bank of Canada are 
rising. By the same token, the monetary authorities when contemplating 
the degree of ease or restraint to impose on the banking system within 
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Part A 


Table 8.4 


TOTAL ASSETS OF CANADIAN COMMERCIAL BANKS 
AS AT DECEMBER 31, 1957 


($ millions) 


La Banque Provinciale du Canada. 
The Canadian Bank of Commerc2. 
The Royal Bank of Canada....... 
Banque Canadienne Nationale.... 
Imperial Bank of Canada........ 
The Mercantile Bank of Canada... 


Canadian Assets | Foreign Assetsa Total Assets 
2,795 266 3,062 
isis \s' 295 1,428 
S25 129 1,454 

283 4 287 
2,285 363 2,648 
2,946 866 3,812 

673 6 679 

828 21 849 

Wi 8 25 
12,286 1,959 14,244 


Source: Canada Gazette, Supplement, February 1, 1958. 


Part B 


PERCENTAGE DISTRIBUTION OF ASSETS OF CANADIAN COMMERCIAL BANKS 


Total Assets 


Canadian Assets 


Percentages Percentages 
based on Percentages | based on Percentages 
averages of based on averages of based on 
month-end | figures for | month-end | figures for 
figures for December figures for December 
1957 31, 1957 1957 31, 1957 
Notes of and deposits with the 
Banksol @anada mayan ater 5.9 6.1 6.8 Teal 
DAYy-10-dayslOalsnactaee oscuro 0.9 les) 1.1 Lewd 
Government of Canada treasury 
Dill Sear pes op cory As artnet 6.0 Sef 6.9 6.6 
Government of Canada direct and 
guaranteed bonds 
(i) Maturing within two years. . 37 2.9 4.2 3.3 
Gi) Maturing after two years... 9.3 10.0 10.7 11.6 
Canadiantloanstiyaanrrss eee 40.1 38.0 45.9 44.1 
Insured residential mortgages..... 3 4.1 4.5 4.8 
Provincial government securities. . 2.0 2.0 De eS 
Municipal and school corporation 
SECUTILICS By A hocie nchyoh merges 13) 12 eS 1.4 
Corporate secnitics: .. ter fee 3.8 3.6 4.2 4.1 
Other Canadian assets.......... 10.3 lee 11.9 13.1 
BOrelontassetsie at tease ee 12.6 IS g _— — 
(otal y.... Sickert Wace 100.0 100.0 100.0 100.0 


a Detail may not add to total because of rounding. 


Source: Bank of Canada, Statistical Summary, January, 1958. 


THE BANKING SYSTEM AND THE MONEY MARKET 


any month must reckon with the effect of this lag built into the statutory 
reserve requirements. Thus for example if restraint is called for and if 
the month opens with the banks holding deposits at the central bank 
in excess of reserve requirements, the measures adopted must take 
this into account. Similarly, if ease is called for and if the month opens 
with the banks holding deposits at the Bank of Canada in an amount 
less than is required, the central bank must take care that deposit reserves 
are supplied to the banks and on terms consistent with the general monetary 
policy. An example of this latter situation arose in the month of June 
1958. In the period following the 15th of April, nearly all of the net new 
issues of government bonds, amounting to some $350 million was either 
taken up or financed by the chartered banks and in consequence there 
was a very substantial increase in the deposit liabilities of the banks. In 
June the figure to be used for deposit liabilities in calculating statutory 
reserves was $405 million higher than that for May. At the 31st of 
May the banks had deposits at the Bank of Canada of $541 million, and 
with the increase in “statutory deposit liabilities’, faced the necessity 
of bringing their deposits at the Bank of Canada up to an average of 
$583 million over the month of June. This was at a time when, presumably, 
the monetary authorities would not wish to see any increased stringency 
in the money markets. There is no question that the Bank of Canada 
in such circumstances would be obliged to supply the reserves. But 
some methods of supplying them would tighten conditions in the money 
market while others would not. Of course, to put the matter another way, if 
the situation called for monetary restraint the central bank would still be 
obliged to supply reserves to the system and would be faced in the 
succeeding month with the fact of these increased reserves. The statutory 
requirement regarding calculation of required reserves thus introduces 
a lag of required reserves behind current deposit liabilities which not 
only complicates the interpretation of statistics but in some ways com- 
plicates the tasks of those managing the affairs of the central bank 
and the commercial banks.? 


Ranking next to cash reserves in the order of liquidity of commercial 
bank assets are day-to-day loans (or simply day loans) and Government 
of Canada treasury bills. We shall discuss day loans more fully below. 
Suffice it to explain here that they are loans made to certain dealers in 
the government securities market to assist them in financing their in- 
ventories of Government of Canada treasury bills and short-term bonds. 
The Canadian banks have been making such loans since June 1954 
when they were introduced as one of several innovations leading to the 
broadening of the market in short-term government securities. They 
are called day-to-day loans because they may be recalled or repaid within 


9 From some points of view the task of the commercial banks is rendered easier by the change 

in reserve formula. These banks do not now have to maintain reserves on a daily basis, only 

_ on the basis of monthly average, and at any time in the month they are able to calculate their 
position and requirements quite precisely and promptly. 
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a day if notification is given by the lender or borrower before noon of 
that day, or on the following day if notification is given after noon. 


As has been mentioned earlier in this volume, the banks entered into 
an agreement with the Bank of Canada in the fall of 1955 to maintain the 
total of cash reserves, day loans and treasury bills at an average monthly 
minimum of 15 percent of Canadian deposit liabilities from the end of 
May 1956 henceforth.1° In practice the ratio has been maintained at 
a figure slightly above the minimum, as may be seen from Table 8.5. 


Table 8.5 
AVERAGE LIQUID ASSET RATIO OF CANADIAN CHARTERED BANKS 
(percent) 

1956 1957 1958 
TATNUAEY serene. Site arctews crore te eran ettatege fe poner ene 16.2 73 
PeDeUaryeitss trl = ae cece oe bea os eels kel eee lye 16.9 
Miarehitihinns sciivcohietee cs tivey ote cee seems Af 16.5 
SADT crests sae tee tees enchten on hee tustegete ren eon teeae Rae: 16.6 16.8 
May Suttaes SENS or Paes Riri Aine eee eee 16.6 18.1 
JUBGE As sbtg ote keke asriande tae hier gore 16.2 16.7 
JULY Secreto cess there Roe ceo gate, ORIEN Teen pete 16.1 16.4 
AvsUsttks Axel er ale GE, Soe. Lee, Eee 16.4 16.5 
September as. Si ai: se eee clvras acetone termes 16.6 es 
OCCODERT Ste neers sete tcs eiele, cies oe AER eT 16.4 ies 
November 2 2b ee oetes  eetaac, coe erent: 16.4 ial 
December. ens etcetera ie: ae eae ea 15.9 ee, 


Source: Statistical Summary, Bank of Canada. 


Total holdings of Government of Canada securities by the commercial 
banks in 1957 averaged 19 percent of total assets. Holdings of treasury 
bills, and bonds maturing within two years averaged 9.7 percent or 
slightly more than half of the total holdings of federal government obliga- 
tions. 


Canadian loans constituted some 40 percent of the total assets of the 
commercial banks in 1957, and 46 percent of Canadian assets. In Table 
8.6, the relative orders of magnitude of Canadian loans in various catego- 
ries are set forth; the figures are percentages of the average values of Cana- 
dian loans at the end of each quarter of 1957. Personal loans, including 
loans to finance the purchase of Canada Savings Bonds, were 15.5 percent of 
total Canadian loans. Farm loans were slightly over 6 percent of total 
loans. Industrial loans comprised one-quarter of total loans and within this 
category loans to forest products industries; food, beverage and tobacco 
industries; iron and steel products industries; textiles, leather, and clothing 
industries; mining and mineral products industries; were largest in that 
order, each averaging over $150 million, or 2.8 percent of total loans. 
Loans to petroleum and petroleum products industries averaged $110 


10 In computing the ratio for any month, holdings of Bank of Canada notes and Canadian deposit liabi- 
lities are calculated as the average of their values for the consecutive Wednesdays ending with the penul- 
timate Wednesday in the preceding month. Deposits with the Bank of Canada, day loans and Trea- 
sury bills are calculated as the daily average value of holdings in the current month. 
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million or 2 percent of total loans. Loans to merchandisers are very im- 
portant amounting to nearly 14 percent of total loans. Loans to construction 
contractors averaged some 5.4 percent of total loans and loans to grain 
dealers and exporters comprised some 7.6 percent of the total. Loans to in- 
stalment and other finance companies made up 6 percent of the total and 
call loans to brokers and dealers (excluding day loans) comprised just 
under 3 percent of the total. Four percent of the loans were made to 
municipalities, while just under 1 percent were made to provincial govern- 
ments. 


Table 8.6 


DISTRIBUTION OF CANADIAN LOANS OF CHARTERED BANKS 
(Based on averages of quarter-end figures, 1957) 


Excluding day loans 


Percent 

ets Mia OOM GMa ect tie Te cation ene Ck COR 13.8 
LU GET Sn a REG Li ay a pia ad 2000 a ae ee Ee Re ee 6.2 
Mice Oaie eae eset tee Deyn hs, cxaee . vdtdo: seid reser dicen: cree. 5 ce hacia, teat clle 210) 
PADS ORINEN C TAMUESE LS arte Sti) ototo. Wishes si shad yea he Ok OS osc ones, 13.8 
POQNS tO COMSIHUCHOR COLT aclOrsss . een. Srlell, ase oh AQ Dae cs 5.4 
Loans to public utilities, transportation and communication companies ... 3.2 
Poanstorotier business... wer. eee. 1 eG. DSIS IRI oS 7.6 
Loans to religious, educational, health and welfare institutions........... 1.8 
WOanstO) WLOvmaciall BOVETNIMENES clas eicte'ns < ak OR sees CBE eee. ak 0.9 
Poanstoimunicipal sovermments. J7}i). Bi... i. WA. ee 4.1 
BOATS ORS LOMA DT GRETA Ln! Kiet’ wher unra ries Aaah. Ae viee hail be... eS) 
OAs COLyCsmMent MEDICHS a. .cholli, . valves <rAghin. (SOhGMGR .dne cea: 1.4 
Loans to finance the purchase of Canada Savings Bonds................ eof 
Foams to;sramy dealeis; and) exporters ys. 2 eisnieiel . ann. elev eG. 7.6 
Loans to instalment and other finance companies...................-. 6.0 
SE eh ET gee a de ee ee a ee Or a ee es 100.0 
Deraltoancrerimanue set SEL ONea i: WE ier MRS com fs alike 5,401.2 


Source: Table entitled “Chartered Banks: Quarterly Classification of Loans in Canadian Currency’’, p. 124, 
Bank of Canada, Statistical Summary, April 1958. 


The Bank Act sets forth fairly explicitly the types of security which 
banks may take as collateral against their loans, and as has been mentioned 
earlier, successive revisions in the Act have enlarged the permitted scope 
of bank lending in keeping with the changing needs of the growing eco- 
nomy. There is a blanket provision in the Act (Section 75 (2) (d)) against 
the lending of money upon the security of real or immovable property, 
but there are now many exceptions to it. For example, the banks may make 
mortgage loans against residential property as approved lenders under the 
National Housing Act; the banks may take chattel mortgages as security 
for loans to individuals (Section 75 (6) ), they may purchase mortgage 
debentures of corporations (Section 75 (5) ); “where a debt or liability 
has been incurred to the bank in the course of its business, the bank 
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may subsequently take, hold and dispose of security of any kind for 
such debt or liability upon any real or personal, immovable or movable 
property”, subject to certain technical exceptions (Sec. 78 (1)). The 
banks may make farm improvement loans against the security of the 
improvements; they may make loans to fishermen against the security 
of their vessels, loans to assist in the construction, repair and equipping 
of vessels against the security of the vessel, loans against the security 
of standing timber or rights to cut such timber, loans against the security 
of hydrocarbons “in, under or upon the ground, in place or in storage”, 
or against certain rights respecting such security. These provisions and 
others are in addition to the traditional authorizations to “acquire and 
hold any warehouse receipt or bill of lading as security for the payment 
of any debt incurred in its favor”, (Sec. 86 (1)) and to lend money 
“to any wholesale purchaser or shipper of or dealer in, the products 
of agriculture, products of the forest, products of the quarry and mine 
or products of the sea, lakes and rivers upon the security of such 
products” and “to any person engaged in business as a manufacturer, 
upon the security of goods, wares and merchandise manufactured or 
produced by him or procured for such manufacture or production”. 
(Sec. 88 (1)). 


All of the chartered banks in practice make personal loans, but 
one bank in particular, up to the time of writing has promoted this side 
of its business rather more than the other banks. The practices of 
this bank are of some interest inasmuch as their method of calculating 
interest charges leads to yields on those personal loans that are made 
through their Personal Loan Department substantially in excess of those 
apparently authorized under the Bank Act. Section 91 (1) of the 
Bank Act states that (subject to an exception in the case of loans of 
less than one dollar) “no bank shall in respect of any loan or advance 
payable in Canada, stipulate for, charge, take, reserve or exact any 
rate of interest or any rate of discount exceeding 6 percent per annum 
and no higher rate of interest or rate of discount is recoverable by the 
banks”. This bank has explained its methods in some detail before the 
Banking and Commerce Committee of the House of Commons in 1954. 
We have no intention here of passing judgment on the legality of its 
methods. In brief, its procedure is as follows. If a person borrows $120 
for 12 months under the Personal Loan Plan, he receives $120 less 
.06 x 120, or $112.80 and is required to deposit in a savings account $10 
per month during the currency of the loan. The borrower receives interest 
on the minimum quarterly balance in his savings account, semi-annually, 
at current rates. This bank has estimated that between June 1936 and 
October 31, 1953, the annual average percentage yield on net Personal 
Loan Plan loans outstanding was 10.46 percent.'? 


11 See Standing Committee on Banking and Commerce, House of Commons, Minutes of Proceedings 
and Evidence, Thursday, April 8, 1954, Appendix ‘‘C’’, especially p. 1103. 
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Before leaving the subject of bank loans let us mention the so-called 
term loans of the commercial banks. Most of the loans made by the 
banks are payable on demand and in any event within a specified 
interval, frequently 90 days. In practice these loans are often renewed 
in whole or in part and perhaps many times. The conditions of some 
loans, however, provide for an original maturity exceeding one year. 
In addition to this, some corporations negotiate directly with the banks 
for the sale to the banks of their corporate bonds or debentures maturing 
within a period exceeding one year. It has become the practice to refer 
both to loans with maturity over one year, and to the direct purchase 
of corporate securities with similar maturity as “term loans”. As we 
have mentioned, particularly in Chapter 4, the banks entered into agree- 
ment at the suggestion of the Bank of Canada on three different occasions 
in the post-war period, to restrict the practice of making “large” term 
loans. The last occasion of such an agreement was at the end of November 
1955 when “it was agreed that all banks would in general cease making 
new commitments for term lending”.1? “The banks agreed that they would 
refrain from making term loans (as defined) in excess of $250,000 
to business corporations and likewise would not purchase directly from 
such a corporation its bonds or debentures or other securities.”13 “Their 
unavailed-of commitments to make term loans and to purchase corporate 
securities, which had been more than $400 million late in 1955, and 
more than $200 million at the end of 1956, declined to $50 million at the 
end of 1957.”14 “In February, 1958, the term-loan agreement was 
reviewed with the chartered banks and the maximum raised from $250,000 
to $1,000,000.” We shall refer again, below, to some implications 
of term loans, the forward commitments they involve, and the agreements 
respecting them with the Bank of Canada. 


While the banks have limited themselves through the term loan 
agreements in the ways in which they may acquire corporate securities, 
there is nothing in the agreement nor in the Bank Act to prevent them 
from acquiring the bonds, debentures and stocks of corporations in the 
public capital market. Moreover the banks may and do participate 
with others in underwriting and marketing corporation securities as well 
as the securities of some junior governments. Although their holdings 
of corporate securities did not increase in absolute amount during 1957, 
corporate securities averaged nearly 4 percent of total bank assets 
during 1957. Holdings of provincial government securities averaged 
2 percent of assets and holdings of securities of municipalities and 
school corporations averaged 1.3 percent. 


Canadian banks first invested in residential mortgage loans in 1954 
following the revisions of the National Housing Act and the Bank 


12 Bank of Canada Annual Report, 1955, p. 18. 

13. Bank of Canada Annual Report, 1956, p. 33. 
14 Bank of Canada Annual Report, 1957, p. 28. 
15 Ibid., pp. 28-29. 
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Act. They have no authority to invest in residential mortgages however, 
except as approved lenders under the National Housing Act, and all 
housing loans made by the banks are, like the NHA, loans made 
by all other approved lenders, insured to the extent of approximately 
98 percent of their value by the Central Mortgage and Housing Corpora- 
tion. In 1957, insured residential mortgages averaged nearly 4 percent 
of total bank assets. In Table 8.7 the annual value of residential mort- 
gage loans approved, conventional and NHA, by various lenders is shown. 
The banks’ participation in providing mortgage funds to finance new 
residential construction was highest in 1955 when they approved nearly 
one-half of all NHA loans and some 37 percent of all new residential 
mortgage loans. In 1954, 1956 and 1957, banks approved roughly 
one-third of new NHA loans and about 23 percent of all loans on new 
residential property. The 1957 figures reflect an increased value of 
new NHA loans by banks and CMHC and a decreased value by other 
financial institutions. We have already described in the last chapter 
the effect of the ceiling on NHA mortgage rates in deterring life insurance 
companies and other lenders, in 1956 and 1957. Special efforts were 


Table 8.7 
VALUE OF RESIDENTIAL MORTGAGE LOAN APPROVALS 
($ millions) 
By Life Ins. Cos., 
Trust and Loans Cos., 
and miscellaneous By Banks | By CMHC Total 
lending institutions NHA Total 
Loans Loans 
Conven- 
Year tional NHA NHA NHA 
1954s Hoe. 180.3 305.8 val 158.5 26.0 490.3 670.6 
LOSS pay 235.0 Bilse 326.2 18.0 657.4 892.4 
19S Ones 254.9 267.1 158.4 19.9 445.4 700.3 
LOST re 239.3 104.6 WBeS DS5e2 51883 752.6 


Norte: The figures in this table refer to loans on new property. 


SOURCE: ene Moneaae and Housing Corporation, Canadian Housing Statistics, Quarter 4, 1957, Tables 17 
an intiows Calle 


made by the Bank of Canada to induce the banks to make NHA loans 
in 1957 and we shall refer to this later. The increased participation by 
CMHC in 1957 was a result of the government’s programme of providing 
government funds to finance low-cost housing construction. In this 
year most of the government funds were disbursed through approved 
lenders acting as agents for CMHC and the banks acted as agent with 
respect to about 35 percent of the agency loans in 1957. 


Sales of insured mortgages are permitted under the National Housing 
Act so long as an approved lender continues to service the loans. Since 
1954 the banks have sold an increasing number of insured mortgages. 
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Other approved lenders have sold increasing amounts of such mortgages 
but the banks in 1957 accounted for two-thirds of the value of all such 
sales as is indicated in Table 8.8. (Corporate pension funds have been 
the principal buyers, though in 1957, on their own account, corporations 
bought about half of the amount sold.) 


Table 8.8 
SALES OF INSURED MORTGAGES 


Value of sales by 
Total value of sales chartered banks as 
a percentage of 
Year ($ millions) total value of sales 
(percent) 
LORY EL, b LeRoi San ice oa) Le 0.6 100.0 
PDS chien Sais: ves dora ed oun ie TS) 77.1 
LD SRE uh a eet OR staves’. te th Sb cee Sv ieierahe 49.6 68.3 
LIS oe RR ee a a es aa 61.2 66.8 


SOURCE: eenaal Mortgage and Housing Corporation, Canadian Housing Statistics, Quarter 4, 1957, Table 27, 
p. 26. 


d) Earnings and expenses of Canadian Chartered Banks 


Let us conclude this brief review of selected characteristics of the 
Canadian chartered banks with a reference to their earnings and expenses. 
The available data for the years 1955, 1956 and 1957 are shown in Table 
8.9. In these three years, over half of the earnings were derived from 
interest charges on loans (63 percent in 1957) and between 20 and 
30 percent from security holdings and transactions. The two largest items 
of operating expenses are interest on deposits and remuneration to 
employees; each was about 40 percent of total current operating expenses 
in 1957. 


2. The Bank of Canada 


We have referred at some length to the Bank of Canada in 
Chapters 2 and 4; the basic characteristics of the organization therefore 
require no extended review here. Bank of Canada policy has been discussed 
at several points earlier and will be further discussed in this and the last 
chapter. 


The Bank of Canada was founded in 1935 as a_ privately-owned 
organization; in 1936 its capitalization was changed to permit the govern- 
ment to become a majority shareholder and in 1938 nationalization was 
completed. It operates under authority vested in it by Parliament through 
the Bank of Canada Act. The Minister of Finance who holds the Bank’s 
shares on behalf of Canada, appoints the directors, of which there are 
twelve, with the approval of the Governor-in-Council. The directors with 
the approval of the Governor-in-Council appoint their chairman who is the 
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Table 8.9 


EARNINGS AND EXPENSES OF CANADIAN CHARTERED BANKS 
($ millions) 


Financial years ending in: 


1955 1956 1957 
Current operating earnings 
Interest and discount on loans............... 236.3 314.2 380.6 
Interest, dividends and trading profits on 
SECUTILIESY OMe Meee a steer het eckone herent aheete 128.4 102.8 118.4 
Exchange, commission, service charges and other 
Current Operating Carmi oS sept eertem eles 89.0 96.5 109.5 
Total current operating earnings.......... 453.7 Sy LS HS) 608.5 
Current operating expenses@ 
Interest ondeposits: en, a5 cites nee eaiern ere 105.2 129.1 183.4 
Remuneration toreniployees'a.a. ee eee ee Eyed 167.8 188.3 
Contributions to pension funds.............. 13.6 14.0 13.8 
Provision for depreciation of bank premises.... 10.1 11.4 1 PAe 7) 
Other current operating expenses@b........... 70.1 77.5 86.0 
Total current operating expenses4........ 352m 399.8 484.2 
Net Currentioperating carninosa eileen ete ener: 101.6 Sey 124.3 
Less: Provision for losses and addition to inner 
TOSEFVESE 0 Meienie ccs eeu ders Siettua eeereente neko hats AI 11 WA} 2.4 
Less: Provision for incometaxes®.. 06 see B72 417 56.6 
Leaving for dividends and addition to shareholders’ 
CQUILEY . Se Ee CE ee eee 41.3 61.0 65.3 
Of which: FIO pat th 
Dividendsto: shancholdersin. ase 26.2 31.9 35.4 
Addition to shareholders’ equity......... 15.1 2971 229 


a Before provision for income taxes and losses and addition to inner reserves. 
b Includes taxes other than income taxes. 


c After deduction of retransfers from inner reserves to undivided profits and rest account. Includes capital 
profits and losses and non-recurring items. 


d Includes provision for income taxes on the taxable portion of additions to inner reserves and on that portion 
of the funds retransferred from inner reserves which had not been taxed previously. Includes foreign income 
taxes. 


Source: Bank of Canada Statistical Summary, January 1958, p. 12. 


Governor of the Bank and its chief officer. The Governor is appointed 
for a term of seven years “during good behaviour” and is eligible for 
reappointment. 


The question of the responsibility for monetary policy is of profound 
importance. The preamble to the Bank of Canada Act states that... . 
“it is desirable to establish a central bank in Canada to regulate credit and 
currency in the best interests of the life of the nation, to control and 
protect the external value of the national monetary unit and to mitigate 
by its influence fluctuations in the general level of production, trade, prices 
and employment, so far as may be possible within the scope of monetary 
action, and generally to promote the economic and financial welfare of 


29 


the Dominion... .”. There is nothing in the Act to suggest that officers 
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of the Bank should not themselves formulate and initiate the specific 
policies necessary for giving effect to the intent of this preamble. There 
is no explicit procedure laid down in the Act for resolving any differences 
which may arise between the Bank and the government over matters of 
policy. In 1941, the then Minister of Finance, Mr. J. L. Ilsley, stated in 
the House of Commons that “... . the monetary policy which the bank 
carries out from time to time must be the government’s monetary policy, 
but the government must leave the carrying out of that policy, the choice 
of ways and means of executing it, to the management of the bank in 
whose judgment it has confidence. . . . In view of the statutory responsi- 
bility placed on the governor and the board of directors, I do not believe 
that those of them who disagreed with the government on a fundamental 
issue could conscientiously carry out the government’s policy. It would 
therefore be necessary for them to resign... .°!6 The statement of the 
present Governor, Mr. Coyne, before the Banking and Commerce Com- 
mittee of the House of Commons in 1956, places the emphasis somewhat 
differently. 


“The only action the management of the bank can take is that which 
they themselves believe is the proper action for them to take on 
their own responsibility. 


“I do not think it follows... . that because the government can 
bring about the removal of the governor of the bank therefore the 
governor of the bank must do whatever the government wants him 
to do. Nor does it follow in fact that the government expresses 
views of a kind that would require action by the bank contrary to 
its own views of what should be the appropriate monetary policy 
at that time. Certainly Parliament is supreme, and the government, 
having a majority in Parliament is in a position, if it thinks strongly 
enough about a matter, to bring about a change in the management 
of the bank. I feel that this is a very. proper safeguard of the public 
interest... . This safeguard does not relieve the bank of its 
responsibility and it does not alter the fact that normally I think 
you would expect the bank to take the initiative in matters which 
properly fall within its own sphere. The bank is not in the position 
of daily receiving instructions — or indeed receiving instructions 
at all — from the government in those matters which by statute are 
assigned to the responsibility of the management of the bank. 


“If the government were determined that a different course should 
be followed, and were sufficiently convinced that it was necessary 
in the public interest, and defensible before public opinion, then a 
strong determined government could have its way.’’!7 


16 House of Commons, Debates, 1941 Session, p. 3936. 


17. House of Commons, Standing Committee on Banking and Commerce, Minutes of Proceedings 
and Evidence, Tuesday, May 22, 1956, pp. 373-375. 
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There is no reason to suppose that at the present time the policies 
of the Bank are not being formulated and implemented in the manner 


‘described by the present Governor. 


The day-to-day management of the Bank is conducted by an Executive 
Committee comprised of the Governor, Deputy Governor, one member 
of the Board of Directors, and the Deputy Minister of Finance. This 
latter officer is also a member of the Board of Directors ex-officio, but in 
neither body does he have the right to vote. There is however, in the 
Bank of Canada Act, this formal provision for day-to-day liaison between 
the Bank and the Department of Finance. While it is an important principle 
that the Bank should be free to implement monetary policies in the manner 
the Bank deems best, it is equally important that the working relations 
between the Bank and the Department of Finance be close. 


The Bank of Canada Act provides that the Governor or in his absence 
the Deputy Governor, shall have the right to veto any action or decision 
of the Board of Directors or of the Executive Committee. In such an 
event, the Governor or Deputy Governor, as the case may be, is required 
to inform the Minister of Finance of the circumstances, and the Minister 
is required to submit the veto to the Governor-in-Council who may 
confirm or deny the veto. Any director or member of the Executive 
Committee has the privilege of submitting his views on the question at 
issue to the Governor-in-Council through the Minister of Finance. There 
is no public record of the exercise of the veto power under this section 
(Section 14) of the Act. 


The Bank of Canada maintains its principal office in Ottawa, and 
agencies in all provinces save Prince Edward Island and Newfoundland 
where it is represented. Its chief agencies are in Montreal and Toronto 
which are the financial centres of the country. It is in Montreal and 
Toronto that the Bank’s securities and foreign exchange brokers are 
located. 


The liabilities of the Bank of Canada consist primarily of Bank of 
Canada notes and deposits of the commercial banks. At the end of 1957 
these comprised 71.6 percent and 19.5 percent respectively of total 
liabilities. The Bank of Canada now has the sole right of bank note issue 
in Canada and as we have remarked, such of its notes as are held by the 
chartered banks together with the banks’ deposits with the Bank of 
Canada comprise the reserves of the banks. The Government of Canada, 
the Quebec savings banks and foreign central banks also maintain deposits 
in Canadian dollars with the Bank of Canada. 


The assets of the Bank of Canada are comprised very largely of 
Government of Canada securities; at the end of 1957 such securities 
made up 91.3 percent of the Bank’s total assets. The maturity composition 
of the Bank’s portfolio of Government of Canada securities varies from 
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time to time of course, with the changing maturity distribution of amounts 
outstanding and with the requirements of the Bank’s monetary and debt 
Management policies. The Bank is permitted by the Bank of Canada 
Act to hold the securities of provincial governments but rarely does and 
has not done so since 1947; it is not permitted to hold the securities of 
municipalities or of corporations. Occasionally the Bank makes direct 
temporary advances to the Government of Canada; more frequently it 
makes direct advances to chartered banks or to Quebec savings banks. 
The Bank also holds all the outstanding shares and debentures of the 
Industrial Development Bank, as we noted in Chapter 6. The Bank of 
Canada has both assets and liabilities payable in foreign currencies. While 
at one time the Bank of Canada was required to maintain a reserve of 
25 percent of its note and deposit liabilities in gold coin and bullion 
and foreign exchange, this requirement was suspended in May 1940, 
under authority of the War Measures Act. The Suspension has been 
maintained since 1952 under the Currency, Mint and Exchange Fund 
Act (Section 25), so that the Bank is not now required to meet any 
formal reserve requirements. 


3. The Money Market’ 


The money market warrants description at this point as an integral part 
of central and commercial banking machinery. The Canadian money market 
nurtured by the Bank of Canada has, in the main, operated along its present 
lines since June of 1954. The assets involved are federal treasury bills with 
maturities up to 90 days and federal securities having three years or less to 
maturity. A group of thirteen brokers carry inventories of these securities 
which they sell to corporations and financial institutions (including banks to 
an increasing degree). The inventories are financed with very short and 
callable day loans from the banks and, sometimes, when day loan money 
is tight, with accommodation from the Bank of Canada in the form of sale 
and repurchase agreements. The development of this market has benefited 
those who buy the treasury bills, it has benefited the brokers because 
they earn some profit, it has benefited the banks by enabling them (in 
conjunction with the new reserve requirements) to use their cash more 
completely and efficiently, and it has benefited the Bank of Canada to 
the extent that the banks have kept a steadier cash position and to the 
extent that the broader dealings in treasury bills, including the emergence 
of other buyers for outstanding bills, in this market has given the Bank a 
freer hand than formerly to conduct its operations in this market on its own 
initiative and without thereby inducing sharp changes in prices. 


18 The Canadian money market has been recently and exhaustively described by J. S. G. Wilson 
in “The Canadian Money Market Experiment”, Banca Nazionale del Lavoro Quarterly Review, 
No. 44, March 1958, Rome, pp. 19-55. We have drawn freely and extensively on this description 
in the much more abbreviated account given in this chapter. Reference may also be made to 
the following publications by R. M. MacIntosh: 
G) “Broadening the Money Market”? in The Canadian Banker, Autumn, 1954. 
(ii) “The Day to Day Loan Market in a Year of Easy Money” in The Canadian Banker, 
Winter 1955, pp. 22-40. 


Gii) “The Refinement of Central Banking Technique in Canada” in The Commerce Journal 
1955, published by The Commerce Club, University of Toronto, pp. 31-37. 
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Treasury bills are issued to the market through a weekly tender 
conducted by the Bank of Canada on behalf of the Ministry of Finance. The 
amounts and maturities of the bills to be offered are announced a week 
in advance. Tenders are invited from the Bank of Canada, the banks, 
and other “primary distributors”, a group which includes some 300 
dealers. A tender must be for an amount of $25 thousand, or multiple 
thereof, and the price offered is stated per $100. Most of the dealers and 
banks tender for various amounts at different prices. The Bank of 
Canada submits a bid which also may be for various amounts at different 
prices and it always now includes a reserve bid which guarantees that the 
whole issue will be marketed and that no group can force a large drop 
in the price of bills. The sealed tenders which must be submitted by 
noon on Thursday are opened at the Bank of Canada in the presence of 
an official of the Department of Finance, and allocations made on the 
basis of the highest acceptable bids. The Bank advises the tenderers 
of the extent to which they have been successful and publishes the high and 
low bids as well as the average yield on the issue. Payment in full must be 
made to the Bank of Canada by 3 p.m. Friday and delivery of the 
securities on that day may be arranged to take place at any agency of 
the Bank. 


From January 1953 to November 1955 treasury bills were issued for 
terms of 91 and 273 days but since that date only the three-month bills 
have been issued. The longer dated bills seemed desirable when the 
launching of a more active market in bills was in progress but seemed 
less desirable after the market developed more fuily especially as a 
considerable fraction of the outstanding government debt came to be of 
very short term. 


A very important group in the market for treasury bills and short- 
term federal bonds (maturing within three years) is the special group of 
dealers who do “jobbing” in these securities. These dealers carry an 
inventory of money market securities on their own accounts, and sell to 
their customers from their inventories. One of the crucial problems faced 
by the Bank of Canada in seeking to broaden the distribution of and 
activate the trading in money market securities was to arrange facilities 
for financing the jobbers’ inventories and to encourage a group of dealers 
to undertake the jobbing function. The facilities which were arranged 
and introduced by stages include the day loan facilities provided by the 
chartered banks, and lines of credit for jobbers provided by the Bank of 
Canada. 


As matters stand at present (mid-1958) the arrangements operate as 
follows. A group of dealers, thirteen in number, having demonstrated 
their willingness and competence to act as jobbers in bills as well as 
short-term federal securities have been granted lines of credit at the 
Bank of Canada. Credit at the Bank of Canada is arranged in the form 
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of sale and repurchase agreements.1® That is, dealers sell- securities to 
the Bank of Canada and enter into an agreement with the Bank to repur- 
chase the securities at any time within thirty days at a price fixed above the 
selling price, so that the cost of the accommodation is at least equivalent to 
the Bank’s discount rate. This opportunity to borrow at the Bank of Canada 
is granted to the jobbers as a privilege and not as a matter of right; the 
dealers are expected to test every source of funds in the market including 
not only the banks but other financial institutions (domestic and foreign), 
corporations, and provincial treasurers, before applying to the Bank of 
Canada for accommodation. Indeed the cost of accommodation at the 
Bank encourages the dealers to seek accommodation elsewhere. Each 
jobber’s line of credit with the Bank of Canada is limited and must be 
renewed each month. A dealer may be able to secure a temporary 
increase in his limit; he may also apply for a permanent increase in his 
limit if the growth of his business would seem to warrant it. The Bank 
of Canada thus operates as the traditional lender of last resort in this 
respect.*° The day loans extended by banks and already described are 
a primary source of credit to finance jobbers’ inventories of money 
market securities. Day loans are made in minimum amounts of $100,000 
and as already indicated if loans are to be called or repaid on a given day 
this must be indicated by noon, although new loans may be made at any time 
up to the close of business. The banks may but do not usually fix formal 
limits for loans to individual jobbers, but the jobbers have individually 
agreed with the Bank of Canada that the total of their day loans and 
accommodation at the Bank of Canada shall not exceed their borrowing 
limits at the Bank. None of these agreements with the Bank of Canada 
that we have mentioned is in written form. However, the Bank asks the 
jobbers to report each week the details of their inventories of money 
market securities, their inventory loans of all kinds, and their total turnover 
in the past week. 


In addition to day loans and lines of credit at the Bank of Canada, 
the dealers may obtain credit from other institutions or corporations. 
They may, indeed, even use the sale and repurchase technique, or as it is 
often referred to in this context, the “buy-back” technique. To the extent 
that a dealer can arrange credit with parties other than the banks or the 
Bank of Canada he is able, other conditions being favourable, to carry a 
larger inventory of money market securities, because the limits on his 
credit imposed by the Bank of Canada relate only to day loans, and 
accommodation at the Bank. 


Gradually the dealers have been able to build up the market for 
short-term government securities. Initially they found their main customers 


19 Or from the point of view of the Bank, ‘‘a purchase and resale agreement’. 


20 In 1956, the Bank of Canada held securities purchased under resale agreements on 62 business 
days, the maximum amount outstanding on any one day being $37 million. (Bank of Canada, 
Annual Report, 1956, p. 45.) In 1957, the Bank of Canada held securities purchased under resale 
agreements on 103 business days, the maximum amount outstanding on any one day being 
$59 million. (Bank of Canada, Annual Report, 1957, p. 29.) 
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among corporations with temporarily idle funds and among provincial and 
municipal governments with balances of unspent tax receipts. Until 
December 1955, fixed deposits with the banks were by comparison, a 
relatively unattractive outlet for such funds, but became more attractive 
after that date when the rate on amounts of $100,000 and over placed 
for 90 days or more was fixed at %4 percent below the most recent average 
treasury bill tender rate.2! In marketing treasury bills the dealers have 
had increasingly to compete with the short-term paper issued by finance 
companies however. The Bank of Canada has provided further assistance 
by giving delivery of bills at any of its agencies, and by allowing dealers 
to deposit money market securities at one agency and obtain delivery of 
similar securities at any other agency on the same day without charge. In 
addition, for a fee the Bank will, if comparable arrangements cannot 
be made in the market, permit dealers to borrow particular securities, 
for the purpose of meeting an order, against the deposit of other securities. 
The banks themselves because of the growth in their assets and partly 
because of the agreement with the Bank of Canada respecting liquid 
assets hold a growing volume of treasury bills and they are increasingly 
becoming customers of the dealers, selling bills to dealers when they 
are short of cash and buying them when they require them or fail to 
receive the amounts sought at the tender. Banks may also enter pre- 
tender contracts with certain dealers to hedge their own tenders. By 
such a contract the dealer undertakes to supply a stated amount of bills 
at the average tender yield minus .02 in yield, subject to a bank not having 
to pay more than the highest bid tendered. The changes in the volume 
of bills outstanding and their distribution among the Bank of Canada, 
chartered banks, and others are shown in Table 8.10. 


The banks are important participants in the money market and 
beneficiaries of its development. They buy and sell treasury bills and short- 
dated bonds in the market, they tender for bills and they supply credit to 
the jobbers. The day loans made by the banks provide them with a highly 
liquid earning asset. Day loans have now become a widely-used medium 
for adjusting the cash positions of banks. If a bank is “in funds” to an 


-extent greater than is deemed necessary it may employ the funds at 


interest by extending day loans. Conversely, if a bank has need to replenish 
its cash, it may call day loans.22 The very development of the money 
market has reduced the average spread between the buying and selling 


21 For deposits in amounts under $100,000, the rate is set at one percentage point below the rate on 
savings deposits. If the treasury bill rate falls to a point % of one percent or more below the 
savings deposit rate, the rate on deposits under $100,000 also applies to other non-personal 
notice deposits. 


22 Suppose a particular bank, Bank A, needs to replenish its cash and calls day loans. If it 
calls the loans before noon, the dealer may arrange for a day loan with another bank, Bank 
B. and discharge his obligation to the Bank A before close of business on that day with a 
cheque drawn on Bank B. At the clearing of inter-bank balances the following morning, in the 
absence of offsetting transactions, Bank A will have a net claim against other banks, which will 
be settled by a transfer of deposits at the Bank of Canada to Bank A thus replenishing 
its reserves. If all banks simultaneously call day loans, total bank cash can only be increased 
by an increase in Bank of Canada assets (or a decrease in its liabilities other than for bank 
cash) and one method of accomplishing this would be for dealers to sell the securities held as 
collateral against their day loans to the Bank of Canada under a repurchase agreement. 
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Table 8.10 
DISTRIBUTION OF HOLDINGS OF TREASURY BILLS 
(based on par values) 
Bank of Chartered 
Wednesdays Canada Banks Other Total Total 
0 % % s $ Millions 

1954 
Ugerale,  “QAr lee 4 eres 53.1 42.1 4.8 100.0 650 
Peiloys | Wile Tees 48.3 44.6 Tet 100.0 650 
Matpols «sci. 46.5 45.1 8.5 100.0 650 
JN oval ASS os Gs one 45.8 45.7 8.5 100.0 650 
INIA ee arte 45.5 47.1 7.4 100.0 650 
Nunes OS 8) 20) 46.8 (lei 100.0 650 
Julyaege2 Sarge 24.0 51.8 24.0 100.0 670 
UB MID 904. ret one 20.0 58.0 22.0 100.0 690 
Ske gOS Foals 13.4 60.1 26.6 100.0 Hs 
OCT. ieee 16.3 50.3 3353 100.0 735 
INO) 2, 2M aoe oan GSS) S17 21.9 100.0 755 
ID Sah. OA) 5 ts aoe PDA 40.5 36.8 100.0 780 
1955 
aman Orr. ae! iG 54.4 28.4 100.0 800 
eb mee She a ie 15.0 50.1 34.9 100.0 840 
Via tees Ole cenit. 18.5 48.9 32.6 100.0 890 
ANTI MOT epee, ah mya 39.6 35.1 100.0 930 
IMB 22 Sitpney.: eich 20.2 43.7 36.1 100.0 970 
Uypesaye: DAG 4 eo! 27.0 36.8 36.3 100.0 1,020 
JULY Aenea 26.9 38.8 34.4 100.0 1,050 
AU Sess Sepa, cette DDS 39.0 38.5 100.0 1,075 
SOs 2854 b.46ecx 22.9 B87 43.8 100.0 1,095 
OCH OF aa: 26.5 MTs 45.9 100.0 1,145 
INVES SO RSEUGRS & 25.9 28.0 46.1 100.0 1,170 
Deck 228. eas 21.9 34.5 43.6 100.0 1,205 
1956 
IBY Poin AHA Bee 18.4 37.6 44.0 100.0 L275 
Isto PAR Ne aoe 23.8 39.4 36.7 100.0 1,430 
IM igh Deseo: bly ie 28.2 36.4 35.4 100.0 S75 
aN oid WePASIs 5 4 Rett 20.5 44.3 Bor 100.0 1,640 
MEN “Sass adocs D383 44,9 31.8 100.0 1,690 
UNC eet e « Dips) 47.0 25.4 100.0 1,690 
UUM = OB ceca 27.6 43.4 29.1 100.0 1,695 
TANS POONA wedovexs 29.0 49.0 DA 100.0 1,705 
Semin] Ome ertcre.- 30.2 46.7 19.0 100.0 2S 
Oct TAAL 32.6 46.2 Die 100.0 1,720 
INOW PASS eon oe oe 32.3 45.0 22.6 100.0 1,645 
IDECERE2O% ee case Boa 47.4 19.8 100.0 1,585 
1957 
LENIN ORO ee eae 26.7 51.6 DAL 100.0 1,565 
LEC) 9 \ OAR fe ee LY 50.5 222 100.0 1,605 
aia 2 /eyec poste DY 49.5 20.8 100.0 1,625 
PATH 24 Seer o, oes 31.0 47.3 21.7, 100.0 1,625 
Mayr 2a arte. de 29.2 50.1 20.7 100.0 1,625 
TUNG ies One a ee 31.8 48.9 19.3 100.0 1,625 
ETULY gee | eh teyeh avons Bill 49.0 19.8 100.0 1,625 
NUS BLS Arieeh oe ore 33.6 50.1 16.3 100.0 1,635 
Septtae2 5 eae 27.9 56.0 16.2 100.0 1,655 
Octme SO) cae. 32.5 48.0 19.5 100.0 1,655 
INIONG « OAS A GAR 28.0 49.1 22.9 100.0 1,645 
IDECs B25is een: 29.0 49.1 21.9 100.0 1,625 


Source: Statistical Summary, Bank of Canada. 
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prices of treasury bills and short-term federal bonds, thereby rendering 
these securities, which the banks hold in ever larger amounts, more liquid 
assets. 


The position of the Bank of Canada in the money market is, as the 
above description will have indicated, of paramount importance. A well- 
functioning money market, on the other hand, is of great value to the 
Bank of Canada. The development of the money market which has 
taken place especially since 1954 is to be attributed to the initiative of 
the Bank of Canada and the co-operation of the banks and dealers.?# 
The Bank now acts as lender of last resort in this market and supplies 
other technical facilities to the traders in it. The more efficient use of 
chartered bank and other funds permitted by the facilities of the market 
used in conjunction with the new formula for calculating required banking 
reserves is welcomed by the Bank of Canada for at least two reasons. The 
Bank has a general interest in seeing that the machinery for mobilizing 
and applying funds does not unnecessarily allow financial resources to be 
less than fully utilized. But of even more direct importance, the develop- 
ment of the money market facilitates the exercise of central bank control 
over chartered bank cash which is the primary function of the Bank of 
Canada. In the period before 1954, the Bank of Canada was more or less 
obliged to provide a market for treasury bills when any of the banks, 
which were the chief holders of bills (apart from government accounts 
and the Bank of Canada itself), wished to dispose of them. Indeed the 
sale of treasury bills, (or the running off of bills) was the principal device 
used by the banks to adjust their cash position to an unexpected or un- 
desirable shortfall. In these circumstances the Bank’s initiative in the 
bill market was severely restricted; it could scarcely refuse to buy bills at 
some price. Moreover, since the market was so narrow and since there 
was virtually no trading in outstanding bills, the bill market had severe 
limitations as a vehicle for the Bank’s open market operations. Now, 
while the Bank must still take bills and short-term securities from the 
market as a lender of last resort, it need not take them directly from the 
chartered banks ordinarily; rather it takes them from the jobbers, whose 
very business is to buy and sell bills. In addition the rather more rigid 
adherence by the banks to the required cash ratio, made possible in part 
by the emergence of the market, of itself renders the banks more 
responsive to changes in their cash position induced by Bank of Canada 
action. As we have seen however the reserve formula has introduced 
other complications in this connection. No doubt a yet wider distribution 
of bills and even more active trading in outstanding money market 
securities would be helpful, but there seems little doubt that by facilitating 
the growth of this market, the Bank has not only activated funds, but 
provided a somewhat more satisfactory vehicle for its own operations. 


23 The reader is referred again for the full story of the Bank’s part in initiating steps leading 
to a more fully developed money market to the paper by J. S. G. Wilson, ‘‘The Canadian Money 
Market Experiment”, op. cit. 
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While the market for short-term bills and securities of the federal 
government has developed considerably in the last two or three years, the 
markets for other kinds of short-term securities with one exception have 
not developed to nearly the same extent. We have seen in Chapter 5 that 
the market for the short-term notes of instalment finance companies 
has broadened considerably, partly because of the widening of the market 
for treasury bills. Finance company notes are now being purchased by a 
steadily widening class of buyers but there does not appear to be any 
trading of outstanding issues in this market. The finance companies 
themselves have been known to enter the market and repurchase their 
own obligations in order to prevent sharp declines in price. Similarly, 
the short-term obligations of junior governments, though they can be 
placed particularly with financial institutions, do not enjoy any secondary 
market. There is a modicum of inter-corporate short-term lending, and 
dealers sometimes assist in bringing borrowers and lenders together in 
this market, but the volume of such transactions is as yet so small as 
hardly to warrant speaking of a market for the short-term notes of 
companies other than finance companies. Commercial bills exist in 
Canada but they are held by the commercial banks rather than traded. 
It has been rumoured that the Bank of Canada has been exploring the 
ways and means by which it might contribute to the development of a 
market in commercial bills in the form of bankers’ acceptances. The 
President of the Royal Bank of Canada in his annual address to the 
shareholders in January 1958 proposed a study of steps that might be 
taken to develop such a market. 


B. The Banks and the Regulators of the Flows of Funds 
1. Banking legislation 

We have referred at many points in this volume to the legislation 
governing the Bank of Canada and the chartered banks, especially the 
Bank of Canada Act** and the Bank Act.?® Accordingly we offer here only 
the briefest recapitulation of certain features of the legislation which will 
serve as a reminder that the flows of funds to and from the banking system 
are indeed regulated in part by the legislation. 


The Bank of Canada under the banking legislation is accorded the 
sole right to issue notes in Canada. It acts as a bank of deposit for the 
chartered banks, these deposits constituting the great bulk of the chartered 
banks’ cash reserves. It also acts as a depository for the Government of 
Canada, and the Quebec saving banks but on none of these deposits 
or on chartered bank deposits is it allowed to pay interest. Foreign central 
banks and certain international monetary institutions may also make 
deposits with the Bank of Canada. The Bank also has limited authority 
to alter the statutory cash reserve ratio of the chartered banks. In 


24 Revised Statutes of Canada, 1952, C. 13, as amended by R.S.C., 1952, C. 315, 1953-4, C. 33. 
25 Statutes of Canada, 1953-1954, C. 48. 


411 


412 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


particular, it has authority to fix this ratio at not more than 12 percent 
or less than 8 percent but must give at least one month’s notice of any 
changes in the requirement and is not permitted to increase the ratio 
in any one month by more than one percentage point. 


The Bank is empowered to hold federal government obligations; it 
may hold obligations of certain foreign governments, foreign exchange 
and gold. The Bank from time to time makes temporary loans or advances 
to the Government of Canada, the chartered banks, dealers in the money 
market and Quebec savings banks. While the Bank may buy or sell 
securities issued or guaranteed by a province of Canada, it rarely does and 
has not done so since 1947. Though it may buy and sell certain bills of 
exchange and promissory notes endorsed by a chartered bank, such 
transactions have as yet been of no importance. The Bank has no 
authority to deal in municipal securities or in corporate bonds or stocks. 


The Bank is required to act as fiscal agent of the Government of 
Canada and as stipulated by the Minister of Finance to act “generally in 
respect of the management of the public debt of Canada”. It is authorized 
to act, by agreement, as banker or fiscal agent of any province of Canada 
but has not yet done so. 


The chartered banks may receive deposits, and may make charges for 
servicing deposits if there is an express agreement with each customer 
to this effect. There is no statutory limit on the rate of interest a bank 
may allow on its deposits. The banks may invest in corporate bonds and 
stocks, obligations direct and guaranteed of government authorities in 
Canada and may invest in the obligations of certain foreign governments 
and concerns, and may hold foreign exchange and gold. The provisions 
respecting bank loans including mortgage loans and the ceilings over 
charges thereon have been referred to earlier in this chapter.2* The 
banks are required to maintain a minimum proportion of their Canadian 
deposit liabilities as cash reserves in the form of Bank of Canada notes 
and deposits with the Bank of Canada. 


Several classes of assets held by the chartered banks are either 
guaranteed or insured by the federal government. This is true of certain 
bonds such as some of those issued by the Canadian National Railways. 
It is also true of mortgage loans made under the National Housing Act, 
including so-called Home Improvement Loans, and of loans made under 
the Farm Improvement Loans Act. 


2. Interest rates and the chartered banks 


The responsiveness of the chartered banks to the changing prices 
or yields of assets in the capital market, both in the setting of the rates 


26 The banks may in discounting bills of exchange, promissory notes and the like, make certain 
service charges in addition to the discount. There are statutory limits to these charges. No 
charge may be made on cheques issued by or in favour of the Receiver General of Canada or 
the Government of Canada. 
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they pay on deposits and charge on loans and in determining the distribu- 
tion of their assets is a matter of great importance for the working 
of the capital market. We shall consider first the rates they pay on deposits, 
then the rates they charge on loans and finally, the role of relative yields 
in determining their portfolio. 


(a) Rates of interest paid on personal savings deposits 


In Table 8.11 we show the rates paid on personal savings deposits 
since January 1, 1924. As we have noted there is no legislative control 
over this rate. The rate is agreed upon by the banks. It could by no means 


Table 8.11] 


INTEREST RATES ON PERSONAL SAVINGS DEPOSITS 
AT CHARTERED BANKS IN CANADA® 


The rate of 3 percent per annum was in effect for many years prior to 1924, 
January 1, 1924—3% per annum on minimum monthly balance 
May il 1933 a es DAN “ “ “ “ “ “ 
November “1, 1934.= 2% « < a ss ef u 


June 1936 — ] WG 3 « « “ iG « 
March 1939—_ 144% * . . * quarterly “ 
December 1953 — 2% «  & « « « « 


September 15, 1956— 214% ‘“ - € i - vs 


Ns 
Us 
i, 
August is 1956 inte, G 24% “ “ “ “ “ “ 
S; 
Peppuaty le957—— 2347,“ 2 . ss : 


a Interest is added to accounts half yearly. 


be described as a highly volatile rate. It was only in the last wave of the 
post-war inflation that it had any clear tendency to move in reasonably 
close accord with other rates in the market (though it did fall somewhat 
belatedly in the depression of the early thirties). The lack of flexibility in 
this rate is a reflection of the lack of sensitivity of consumer-investors 
to changes in the differences among yields of assets; in times of rising 
interest rates it may also be a reflection of the ceiling on bank loan charges. 


We have already remarked that the banks’ rates on non-personal notice 
deposits were, until December 1955, moved only very infrequently, but 
that after that date, on certain types of such deposits the rate was fixed 
at 4% percent below the average tender rate on treasury bills. 


(b) Rates charged on loans 


The only public figure available on rates charged on loans by com- 
mercial banks is the prime commercial loan rate. The changes in this are 
shown in Table 8.12. As we remarked in Chapter 6 there is a great 
dearth of information on bank loans in Canada, and this applies to the 
rates charged as well as to other features of the loans. The information 
in Table 8.12 indicates that there has not traditionally been great volatility 
in this rate. It is again only in the third wave of the post-war inflation that 
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the rate was moved at all in the post-war period. Of course we do not 
know what proportion of the value of loans was made at the prime rate 
at various periods. Certainly this proportion must have increased greatly 
when the prime rate crowded the statutory ceiling of 6 percent. The banks 
also fix this rate in consultation with each other, and the rate is the same 
for all banks, though there may be differences among banks in the practices 
of classifying credits. A cost committee of the Bankers’ Association makes 
continuing studies of the costs of loans of various kinds however. None 
of this information is public; we cannot resist offering the conjecture 
however, that it must be a most difficult problem to decide what is the 
cost of a particular group of loans. 


Table 8.12 


PRIME RATE CHARGED BY CHARTERED BANKS 
ON COMMERCIAL LOANS IN CANADA 


1945-1956 — 444% per annum 
April 23, 1956 —5% per annum 
August 20, 1956 — 514% per annum 
October 22, 1956 — 514% per annum 
August 26, 1957 — 534% per annum 
December 2, 1957 — 514% per annum 
February 17, 1958 — 514% per annum 


The statutory ceiling on bank loan charges is a rigidity in the capital 
market mechanism which prevents prices or charges from properly fulfilling 
their function of allocating funds. The deterrent to borrowers of higher 
interest rates is restricted and, since deposit rates are related to loan 
charges, the incentives to invest funds rather than to spend them are 
weakened. While the ceiling was undoubtedly imposed with the idea of 
preventing usurious practices it may be that it works hardship on some 
of those whom it was designed to protect by having the effect of denying 
them credit. Banks, when experiencing an ample flow of applications 
for funds must necessarily ration an increased proportion of their credits 
to the very sure risks if forced to work under a ceiling on charges. The 
consequence may be that some borrowers, quite willing and able to pay 
interest costs above the ceiling, but whose alternative opportunities for 
borrowing are severely limited are denied funds altogether. In discussing 
the financing of small and risky business in Chapter 6 we concluded that 
“if small business in Canada is being regularly deprived of capital funds 
simply because of some anomaly of the capital market it is not glaringly 
obvious”. However, the anomaly of the capital market represented by 
the ceiling on bank loan charges may occasionally (but not “regularly’”) 
in times of very tight money operate to the detriment of some small 
businesses. There is no conclusive proof that it does; we have not the 
evidence concerning banks’ loans to illumine the matter. 
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c) Portfolio adjustments in response to changing yield differentials 


| Differences in the yields of loans reflect differences in the costs 
of administering and differences in the degree of risk attached to loans. 
These differential yields are inevitably changed when in a period of rising 
interest rates the prime commercial loan rate is raised toward the ceiling 
on bank loan charges. As we have just argued, if the banks are sensitive 
to changing yield differentials the effect would be to induce banks to ration 
credit to riskier borrowers and borrowers for whom the costs of administra- 
tion are higher, progressively more severely. We do not know for a fact 
that the banks do react in this way to any significant degree, but it can 
be asserted that if they do react in this way our objectives concerning the 
allocation of funds by the price system are being frustrated. 


The gross yields of bank loans are almost always above the yields of 
bonds. But since as the yields of bank loans move sluggishly, the differ- 
ential between bond yields and loan yields tends to widen during down- 
swings in economic activity and narrow during upswings. However, 
and perhaps to some degree because bank loan charges move sluggishly, 
the demand for bank loans falls during downswings and banks invest a 
larger proportion of their assets in bonds, especially government bonds in 
these periods. During upswings in economic activity, when the demand 
for loans is increasing and stronger, banks increase the proportion of their 
portfolio in loans. One concludes that to the extent permitted by legisla- 
tion, concepts of good banking practice, and the demands for credit, 
banks seek continuously to invest in those assets which bring the highest 
return. 


3. Selected practices of banks affecting the flows of funds 


We have implied that good banking practice places some limitations 
on the weight that can be given to yields in the selection of assets. There 
is among the chartered banks, undoubtedly, and quite rightly, some notion, 
albeit flexible and not precisely conceived, of a minimum proportion of 
federal government securities which banks should carry in their portfolio. 
In addition there is an overriding yet, again, flexible notion that short-term 
assets should predominate over long-term assets in the portfolio. In 
Canadian banks, with their high proportion of savings deposits (against 
which, however, cheques may be written) the preference for shorter-term 
assets is less marked than among banks of some other countries. Com- 
mercial bankers in Canada are also guided, it would appear, by some 
feelings concerning a desirable degree of diversity among their assets. 
They certainly impose limits on loans to particular borrowers and their 
portfolio as published shows a diversity of assets and shows loans to a 
diversity of industrial and other borrowers. While the banks do not invest 
to a significant degree in speculative shares, they do offer extensive tem- 
porary financing to new ventures of new and established concerns. They 
make term loans for capital purposes (at present in amounts less than $1 
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million). It cannot be contended that the banks exerted any great pressure 
to be allowed to make residential mortgage loans, though, given the 
character of Canadian banking there would seem to be every reason why 
they should make such loans, both conventional and otherwise. In 
general the banks’ portfolios show great diversity and this is unquestionably 
a result of deliberate policy. 


Closely related to the conventions governing the distribution of the 
portfolio which have just been referred to is the practice of credit 
rationing. We use the term here to refer particularly to the methods 
used in selecting the applicants for loans within various categories who are 
to be favoured. The rate of interest that may be charged is by no means 
the only consideration that must be adduced when deciding whether an 
application for funds shall be accepted in whole or in part or not at all. 
This observation is of course all the more relevant when there is a statutory 
limit to the amount that may be charged. The estimate of the over-all 
“credit worthiness” of the borrower, the nature of the use to which the 
funds are to be put, the character and qualifications of the borrower, the 
collateral he can offer, the amount of business he has done or may do 
with the bank, the risk of losing his account or the possibility of gaining 
it — these and probably many other considerations are weighed by the 
local manager, or other credit officer of a bank in deciding upon loans. 


Another practice of the banks which affects the flow of funds is that 
of making forward commitments to borrowers. This has obvious advantages 
for the borrower but it creates difficulties for the monetary authorities in 
seeking to curb the expansion of credit. The cost to the banks of providing 
this service may be reflected in the rate of interest charged — again there 
is no information on this aspect of bank lending — but there is certainly 
no separate charge as such for the service.27 In some countries, borrowers 
enjoying commitments from the banks are required to maintain minimum 
balances on deposit with the bank giving the commitment and these 
requirements may be changed as credit conditions change but so far as 
this writer knows such a practice is very uncommon in Canada. 


Before leaving the subject of bank practices affecting the flow of 
funds mention should be made of one long-standing convention among 
chartered banks in Canada. This is an inhibition against borrowing from 
the central bank. The practice is very common in some capital markets 
as for example in the United States though even in this instance the banks 
show some reluctance to borrow. Provision was made for chartered 
bank borrowing at the central bank in the original Bank of Canada Act 
(1934) and the facilities have been available since the Bank of Canada 
began operations in 1935. However until the several changes introduced 
in the Bank Act revision of 1954 and made in connection with the 
fostering of the money market at about the same time there had been 


27 The banks might feel that to impose a separate charge would make the commitment firmer 
and more formal than they would wish in general. 
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only one or two isolated instances of such chartered bank borrowing. 
Since the changes referred to, borrowing has become somewhat more 
frequent?® and it may be that the only inhibition against borrowing now 
is the proper one, namely, the cost, in that the rate is a penalty rate, and 
loans must be made for a minimum of seven days. 


The reluctance to show indebtedness to the central bank in a balance 
sheet is an aspect of so-called “window dressing”. The practice of showing 
a relatively high cash ratio at month-end and at the end of a fiscal year 
used to be very common among chartered banks in Canada. They appear 
to have dropped the practice except for purposes of the fiscal year-end 
balance sheet, though the fact that the practice should be continued at 
all by some banks is somewhat incredible.29 


4. The central bank’s influence over the commercial banks?° 


There are two principal ways in which the Bank of Canada exerts its 
influence over the size or composition of commercial bank assets. It 
influences the cash reserve position of the banks and it offers advice 
and suggestions. Let us review these two aspects of central bank policy 
as a regulator of the flows of funds. (Other aspects will be taken up in 
Chapter 9.) 


A. The central bank and chartered bank reserves 


The most important method used by the Bank of Canada to affect the 
size of chartered bank cash reserves is that of “open market operations” — 
purchases and sales of securities — in the markets for Government of 
Canada securities.21 The Bank does not confine itself to the shorter 
maturities but deals in government issues of all available maturities, 
according as circumstances warrant. In this the Bank’s practice differs 
from that now followed by the Federal Reserve authorities in the United 
States.°? 


A central bank prefers to conduct its operations in a market in which 
there are many buyers and sellers, firm quotations of prices and continuous 
trading. In such a market the bank has very little need to intervene solely 
for the purpose of maintaining orderly conditions, and its transactions 
undertaken to produce changes in bank cash have the least disrupting 
effect on prices and traders in the market. Professional dealers who are 
prepared to hold inventory, quote firm buying and selling prices, and 
undertake arbitraging among issues are very necessary for the proper 


28 In 1956, Bank of Canada advances to chartered and savings banks were outstanding on 105 
business days. The maximum amount outstanding on any one day was $60 million. (Bank 
of Canada, Annual Report, 1956, p. 44.) In 1957 Bank of Canada advances to chartered and 
savings banks were outstanding on 59 business days. The maximum amount outstanding on 
any one day was $30 million. (Bank of Canada, Annual Report, 1957, p. 29). 

29 There might be advantage in requiring or permitting the banks to show on their official 
monthly returns their average holdings of Bank of Canada notes and deposits over the month. 

80 On the subject of this section the reader is referred particularly to E. P. Neufeld, Bank of 
Canada Operations, 1935-1954, Toronto, 1955, a new edition of which is shortly to appear. 

31 Purchases of securities by the Bank of Canada have the effect of increasing bank reserves; 
sales of securities have the opposite effect. 

32 Federal Reserve Policy in this matter was modified in mid - 1958. 
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functioning of the type of market described. The United States authorities 
began to take the view in 1951, which was elaborated upon in a study in 
1952 and confirmed in 1953 in a change in direction from the Federal 
Reserve Open Market Committee to its executive, that Federal Reserve 
participation in the longer-term government security market made the 
operations of the professional dealers much more difficult and hence 
increased the need for official intervention solely to maintain orderly con- 
ditions. In the longer end of the market price swings are larger and dealers’ 
risks greater. It was felt that the size of the official transactions and their 
unpredictability as to timing, extent and amount, when coupled with the 
greater risk of price fluctuation, led to an unwillingness by dealers to take 
positions and conduct necessary arbitraging. It was deemed desirable 
therefore to confine official transactions as much as possible to the shorter 
end of the maturity scale where the risks of price fluctuation are less and 
dealers more willing to take positions and make markets. 


It is debatable whether the Reserve authorities have properly assessed 
the situation — there has been public disagreement among them.** But 
be that as it may, the practices in Canada have been rather different. The 
market in treasury bills, as has been explained, existed only in rudimentary 
state prior to 1954 and while it has been developed remarkably since then, 
it could not now accommodate smoothly and effectively all of the open 
market operations of the Bank of Canada. It may well be that technical 
considerations make it more difficult for dealers to make markets in longer 
term securities than shorter term securities. To the extent that dealers do 
not perform the function and would not in the absence of Bank of Canada 
operation, the Bank of Canada must perform some of the dealers’ functions 
and operate throughout the entire range of maturities. But while the 
central bank authorities may have different objectives in its purchases and 
sales than other security traders there must be a great variety of objectives 
among all buyers and sellers, and it is precisely the function of the pro- 
fessional dealer to assess the motives of all traders and to conduct their 
operations accordingly. Dealers in Canada as well as_ professional 
speculators have on occasion lost money by failing accurately to anticipate 
developments in the government securities markets; on other occasions 
they have been much more successful. It is certain that with professional 
dealers in the market the central bank can conduct its operations more 
successfully; practices must be followed therefore which while not gua- 
ranteeing a profit on every transaction nevertheless make it possible for 
dealers to learn to perform their functions profitably on the average. This 
much is clear. The present writer feels however that it would be wrong 
for the Bank to contemplate ever relinquishing, even partially, the right to 
deal in all government securities. Indeed as a matter of principle, though 
there are practical and technical obstacles, there is much to be said for 


33 For the relevant Federal Reserve document and some dissenting views, the reader is referred to 
United States Monetary Policy: Recent Thinking and Experience, Hearings before the Subcom- 
mittee on Economic Stabilization of the Joint Committee on the Economic Report, Congress of 
the U.S., Dec. 6 and 7, 1954. 
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exploring ways of increasing the range of assets in which the Bank may 
conduct open market operations. Markets can never be perfect. 


In addition to its open market operations in government securities, the 
Bank of Canada has other means of affecting the chartered banks’ cash 
reserves. Its dealings in foreign exchange for example may affect bank 
reserves. The Bank is limited however in the extent to which it may 
regularly use this technique of influencing bank reserves as its operations 
must be consistent with the objectives of the Exchange Fund Account whose 
agent it is. Moreover the use of the assets of the Exchange Fund Account 
(as distinct from its own assets) must have the approval of the Minister 
of Finance. 


The Bank of Canada stands ready to act as “lender of last resort” to 
the dealers in the money market (through purchase and resale agreements) 
and to the chartered banks. The first advance to a chartered bank in any 
month (up to a specified amount for each bank) bears interest at the 
Bank Rate, the minimum rate at which the central bank makes 
advances. A second advance to the same bank in any calendar month, or 
a renewal of an advance (each advance is made for a period of seven 
days) or an advance in excess of the specified amount bears interest at 
a rate higher than the Bank Rate. Banks may replenish their reserves 
by obtaining advances directly from the central bank, though this is more 
costly than the calling of day loans or the selling of treasury bills both 
because the interest rate is higher and because the minimum period for 
a central bank advance to the chartered banks is seven days. 


The Bank of Canada may also influence reserves in advising the 
government as to the allocation of its deposits as between the central 
bank and the commercial banks. At times this may be a significant 
short-term method of influencing reserves. Parenthetically we may note 
that funds tranferred from the chartered banks may not appear as deposits 
at the central bank as they may be used to purchase securities (especially, 
in practice, securities soon to mature) from the Bank of Canada for the 
government’s Securities Investment Account. 


We have already referred, in discussing the legislation, to the authority 
possessed by the Bank of Canada to vary the statutory minimum cash 
reserve ratio of the banks. This authority, granted in 1954 has never been 
exercised. The ratio has remained at 8 percent since it was originally 
fixed at that level in mid-1954. 


The minimum rate at which the Bank of Canada makes advances, the 
Bank Rate, has been mentioned at several points in this chapter, but the 
method of fixing this rate has not been described. Prior to November 1, 
1956 this rate was fixed from time to time by the Bank of Canada and 
the announcement of its new level served as a signal to the financial 


34 Bank of Canada, Annual Report, 1956, pp. 44-5. 
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world and to the community at large of the general character of monetary 
policy to be expected. Indeed, before the middle of 1954 this was virtually 
the only function performed by the rate as practically no advances were 
made by the Bank. Following the changes in practices introduced in the 
middle of 1954, advances were made by the Bank both to dealers and to 
the banks. In the subsequent two years several increases in the rate had 
to be made as conditions in the credit markets tightened and the Bank 
was concerned and embarrassed by the misunderstanding evoked in some 
quarters by these changes to the effect that the Bank was “setting or fixing 
or controlling interest rates of all kinds by its action in changing and 
publishing its own minimum rate’’.*> There might also have been concern 
over the fact that the spread between bill rates and the Bank Rate was a 
fluctuating one which may have added an unnecessary degree of uncertainty 
to the task of the bill jobbers. On the first of November, 1956, the 
method of fixing the Bank Rate was changed and it is now understood that 
it will be fixed each week at %4 of one percent above the average tender 
rate on treasury bills. Some persons feel that the loss of the signalling 
effect of the announcement of the Bank Rate is of significance.*® It is 
argued that to an increasing degree institutions were adopting the practice 
of revising deposit rates and lending rates when the Bank Rate was changed 
and that accordingly a desirable degree of flexibility in these rates was 
being achieved. Some dealers and other participants in the market for 
government securities feel they are entitled to and require at least this 
much indication of the likely course of monetary policy. This may be so, but 
there are other ways in which the Bank may make known its intentions to 
such degree as it thinks desirable. Others argue that the effect of formal 
announcements of Bank Rate changes may be destabilizing and render the 
execution of monetary policy more difficult. This would be the case if for 
example the rise in the Bank Rate served to confirm beliefs that prices and 
incomes would continue to rise, or that since money is apparently likely 
to become more expensive it would be desirable to borrow now, before 
the rise in borrowing costs proceeds further.** The writer’s own view is 
that the adoption of the floating bank rate policy has not been of funda- 
mental significance and is almost certainly a technical improvement. 


B. The influence of chartered bank operations by the central bank 
through offers of advice and suggestions 
There have been many occasions in the post-war years on which the 
Bank of Canada has exercised its powers of persuasion, suggestion and 
leadership. Many of these occasions have been referred to earlier in this 
volume. We shall review them and one or two of the more recent ones 
at this point. 


35 Bank of Canada, Annual Report, 1956, p. 45. 


386 Of course Bank Rate movements still have some signalling effect, especially if changes persist 
for two weeks or more. 


87 This line of argument is developed by Warren L. Smith in his article ‘“‘The Discount Rate as a 
Credit-Control Weapon,” Journal of Political Economy, 1958, V. LXVI, pp. 171-177. 
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(1) The efforts of the Bank of Canada to initiate new machinery 
involving banks and dealers to the end of improving the money market 
have been discussed in this chapter and only this brief allusion to them 
is made here. 


(ii) The term loan agreements were introduced on three different 
occasions and in modified form are still in effect. These agreements had 
the effect of forcing large borrowers, who were borrowing essentially to 
finance capital construction, to go to the capital market to raise their 
funds at the costs being imposed in the rising markets for bonds and 
stocks. While in general, one would Oppose any arbitrary limiting of the 
banks’ field of investment, or a borrower’s Opportunities for securing 
funds, in the light of the ceiling on bank loan charges one can support 
the agreements as temporary limitations imposed only in a period of high 
interest rates. The agreements forced the borrowers seeking longer term 
funds into the free market where their demands could influence and be 
influenced by the rates pertaining there. The agreements have been, 
however, a second best solution to the problem posed by the legislative 
blockage of the working of the price system in the capital market which 
the ceiling on bank loan charges constitutes in a period of high interest 
rates. The best solution would be to remove the ceiling. It may be 
observed that the agreements placed no limitation on the banks’ purchases 
of corporation bonds and stocks in the open market. 


(iii) The ceiling on bank loans imposed in the second post-war 
period of inflation was a very drastic interference with the working of the 
price system in the capital market and is a policy not to be recommended 
generally. The alternatives are preferable; namely to restrict bank cash 
further and to remove the ceiling on bank loan charges. 


(iv) The restrictions on bank loans to finance companies which were 
imposed on more than one occasion affected the banks’ distribution of 
assets and of funds. This is an obvious fact, but relevant here. The 
restrictions represent a direct interference with the allocation of funds 
as between consumers and others. The Bank of Canada, in its reports 
is always very careful to state that these restrictions were imposed by the 
banks. It is reported however (in the 1956 Annual Report) that the 
Bank held discussions with representatives of the major instalment finance 
companies with a view to reaching a voluntary agreement to prevent 
further significant increases in the total volume of consumer credit. It 
is an important question whether it is a proper function of the Bank 
of Canada (as presently constituted or otherwise) to interfere even in this 
way with the allocation of funds and we shall allude to this larger issue 
again in the final chapter. 


(v) In his Annual Report for 1957, the Governor of the Bank of 
Canada made extended reference to the problems of financing small 
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business and to the banks’ role in providing such finance. In order to 
present the Bank’s point of view completely and fairly we offer the 
following extended quotation: 


“The matter of providing adequate finance for small business — 
with which I would include the requirements of farmers and pro- 
fessional groups as well as the needs of ordinary individuals for 
personal loans for non-speculative purposes — seems to me to be one 
of great importance. During 1957, as in 1956, we have in discussions 
with the chartered banks expressed concern for the position of these 
small borrowers. We have been assured by the banks that there was 
no discrimination against such borrowers. ... Even if small borrowers 
are assured of non-discriminatory treatment by the banks they may 
be handicapped relative to large borrowers. Small borrowers cannot 
supplement their use of bank credit by selling new issues of their 
securities in the market. Small business depends more on the banks, 
and must turn to the banks for increased accommodation when 
business is expanding. It would, I think, be desirable that whenever 
the banks find it necessary to allocate their resources in the face of 
excessive total demand they should limit the rationing process to the 
field of large loans and should make it clear that this was the case. 
The first call on the resources of the national branch banking system 
must, I think, be to fill the credit-worthy needs for banking accommo- 
dation of small businesses, institutions, farmers and individuals — 
including a reasonable level of loans for housing — in all the various 
localities across Canada. This approach is feasible because the funds 
required to meet such needs are small in relation to the total resources 
of the chartered banks. The banks wil! always have very substantial 
additional resources to make available in flexible amounts for loans 
to large enterprises —- enterprises which can and do also obtain funds 
from non-bank sources and can vary their proportion of bank debt 
to non-bank debt as the circumstances may require. The experience 
of the past two or three years suggests that much misunderstanding and 
difficulty would be avoided in future if it could be made clear that 
changing economic and financial conditions did not affect the banks’ 
willingness and ability to accommodate credit-worthy small borro- 
wers 28 


This statement says some useful things and indeed some quite proper 
things. It implies that small businesses in Canada were squeezed dis- 
proportionately hard in the 1956-57 period of tight money. Now it is 
certainly an important function of the central bank to draw attention 
publicly to weaknesses it believes to inhere in the working of the capital 
market. But does not this statement say both too little and too much? 
Would not this Annual Report have been a suitable place to refer to the 
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possibility that any disproportionate Squeezing of small borrowers might 
in considerable measure be attributable to the narrowing of the differentials 
on bank loan charges resulting from the rise of the prime rate to within 
one-quarter of 1 percent of the ceiling on bank charges and to suggest 
that a possible remedy would be a removal or raising of the ceiling on 
bank loan charges? Surely the latter part of the statement goes too far in 
Suggesting that “credit-worthy” small borrowers should never be squeezed 
in periods of actual or impending inflation; in such periods the whole 
purpose of the Bank’s policies must be to bring about a general squeezing 
of borrowers. 


(vi) In 1957 the Bank of Canada officially expressed some concern 
over the virtual withdrawal of the banks from the field of residential 
mortgage lending in the first part of the year and suggested to the banks 
that if they resumed this type of lending the Bank of Canada anticipated 
that their resources would be adequate for the purpose. Our language 
is almost as guarded as the Governor’s but we should use his. In his 
1957 Annual Report the Governor, after referring to the decline in the 
banks’ approvals of NHA loans in the early months of 1957 said: 


“In discussing this situation with the chartered banks I expressed 
the view that they should maintain continuity in mortgage lending 
as an important field of investment for savings entrusted to them. 
At a meeting in March the banks agreed to resume operations in 
this field on much the same scale as in 1956... the Bank of Canada 
indicated*® that the total resources of the banks as a group 
could be expected to increase during 1957 by an amount at least 
great enough to take care of their disbursements on mortgage 
loans in that year, so that it would not be necessary for the 
banks to dispose of other assets in order to maintain a flow of 
funds for insured housing loans.’’4° 


These discussions took place when the monetary policy of the Bank 
was restrictive, when prices were still rising. Now it may be that the 
Bank of Canada with commendable foresight anticipated the levelling of 
economic activity that in fact took place after mid-year. It may also be 
that the Bank felt it was not compromising its general monetary policy 
in that the increase in savings deposits could confidently be expected 
to be much larger than the mortgage loan disbursements. But both of 
these considerations are beside the point. The point is that the Bank 
undertook directly to influence the allocation of funds by the banks. It 
argued that it was especially concerned to maintain the continuity of the 
banks’ participation in this mortgage market. It may be contended that 
banks are naturally reluctant to invest in illiquid assets when it appears 
possible that current deposits may decline to the extent of forcing 


39 In the official Bank press release issued March 14, 1957 the wording at this point was slightly 
different: ‘‘The Bank of Canada assured the chartered banks that as a group their total resources 
could be expected to increase...” (italics added). 
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a reduction in total assets, and that for the Bank of Canada to relieve 
the banks of the need to consider these risks was a purely technical central 
banking operation. But if the Bank of Canada is to assume responsibility 
for ensuring that the banks’ mortgage lending is not episodic should it 
not have more authority over banks and over other lenders in this market? 
The Bank of Canada has placed itself in the position of arguing (by 
implication if not directly) that funds should be allocated to housing and 
this aspect of the directing of capital funds is one over which it has no 
specific statutory authority. There has been no suggestion that in making 
its moves the Bank was acting specifically as the agent of an appropriate 
government authority. Perhaps the Bank should have more authority over 
the allocation of funds to housing. But a government policy which would 
be more consistent with allowing decisions to be taken in the market 
place would be to free the rate on NHA loans, allow it to be determined 
in the market place, further extend the machinery for making mortgages 
a more readily transferable asset in the market, and permit banks to make 
conventional residential housing loans as well as insured loans. 


(vii) In his 1956 Report, the Governor of the Bank of Canada 
commented on the fact that Canadian chartered banks serving both as 
commercial banks and savings banks, and holding long-term assets as well 
as shorter term commercial loans have been able to use the resources 
of the savings departments “‘to augment the other resources of the banks’ 
commercial banking departments when the demand for commercial loans 
has been particularly great”.4! As a consequence, “housing loans and 
other investments have been the residual form of investment for the savings 
departments of the banks”’.4t These facts, the Governor contended have 
“created problems relating both to fluctuations in short-term credit and 
to fluctuations in long-term investment”.4! He went on to suggest that: 


“It may be that specialized savings institutions, which invest their 
funds in housing loans and other long-term investments and are able 
thereby to pay higher rates of interest on savings deposits than the 
chartered banks will grow in importance and attract a growing part 
of the future personal savings of Canadians. To maintain their 
relative position, the chartered banks may find it desirable and 
necessary to operate in respect of the resources of their savings 
departments in much the same way as a savings bank and use such 
resources to provide funds for the kinds of investment naturally 
associated with long-term savings. 


“To the extent that personal savings were segregated from the com- 
mercial lending field, they could be regarded as likewise removed from 
the category of ‘money supply’. The banks’ short-term credit oper- 
ations would become more responsive to changes in monetary condi- 
tions. It would of course be the duty of the central bank — as it is 
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today — to see that sufficient money was made available to permit an 
adequate volume of short-term credit to be provided through the 
banking system. The volume of short-term loans might not be any 
different from what it has been, on the average and allowing for normal 
growth, but a tendency towards excessive expansion in periods of 
inflationary pressures would be more readily restrained. Fluctuations 
in mortgage lending would of course be much less pronounced. The 
workings of monetary policy would become more predictable and 
more effective. The possibility of a gradual approach towards 
arrangements of the sort outlined would seem to be worthy of study 
and discussion. Progress in such an approach would be directed 
towards expanding mortgage loans and other appropriate investments 
based on future increases in savings deposits, not reducing the volume 
of commercial or general loans’’.*2 


This suggestion is reminiscent of an agreement between the banks 
and the government in 1946 whereby the banks undertook to limit their 
investment in bonds issued or guaranteed by the Government of Canada 
to 90 percent of their Canadian personal savings deposits. “The agreement 
places the chartered banks, in respect of their savings business, in appro- 
ximately the same position as if they were separate savings institutions 
carrying 10 percent of their deposits in the form of cash and other non- 
earning assets.” wrote the Governor in his Annual Report for 1946 (p. 14). 
This agreement was made at a time when the concern of the Bank was 
more to accelerate the rate of bank lending than to retard it. 


The 1956 suggestion is clearly related to the Bank’s concern over 
the flow of funds into the mortgage market. The splitting off of the savings 
departments of the banks would restrict the classes of investments open 
to funds in the savings deposits of Canadian banks — a result that is 
itself undesirable —— but whether it would stabilize the flow of funds from 
banks into NHA mortgages is more problematical. Certainly this flow of 
funds would be interrupted if the NHA mortgage loan rate were pegged 
at an artificially low level. After all, there were other savings institutions 
besides banks which shied away from NHA mortgages in 1956 and 1957 
when their interest rate was out of line with rates on other assets. This 
was shown in Chapter 7 above. 


The 1956 suggestion is also related to the difficulty experienced 
by the Bank of Canada in 1956, for example, in bringing the expansion 
of bank loans quickly under control through restraining the rate of 
increase of their cash. The banks switched out of government bonds and 
into loans as their cash increase was restricted. 


As we have argued earlier in this chapter, the gross yield on loans 
is generally above the rate on government bonds and the rate on loans is 
much less sensitive than the rate on government bonds, so that in recession, 
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when demand for loans is reduced, the spread between the loan rates and 
government bond rates widens and this tends to be even more true of 
shorter term bond yields than of longer term yields. Nevertheless in the 
face of widening spreads, banks invest more in government bonds as 
the recession proceeds. It would clearly be more satisfactory if the yields 
of loans were more sensitive, though it would still follow that banks 
would invest more heavily in bonds in recession. When the demand for 
loans recovers, the banks are quick to meet this demand. If the central 
bank supplies cash they can meet it easily without reducing other assets. 
Otherwise they run off their liquid assests as they mature and sell off 
government bonds to meet the demand for loans. These developments 
are in themelves no cause for concern so long as inflationary pressures 
do not develop. But if demand recovers very quickly to the point of 
presenting the threat of inflation, the central bank must act quickly and 
in a vigorous way so as to restrain the increase in cash and force 
yields on government bonds up further and more rapidly; that is the only 
way to operate through transactions in the capital market to curtail the 
flow of funds to those demanding goods. We do not claim that this is 
easy, for the Bank has to bear in mind developments in the capital 
markets abroad, especially in the U.S., and it has to be careful on the one 
hand not to start its actions too soon and so choke off an incipient revival 
and on the other hand not to invite an anticipatory speculative demand 
for funds to be stored up before they become too expensive. Someone has 
rightly said that the monetary authorities must ever seek to walk a tight- 
rope! 


Here we are confronted with one of the great dilemmas that reliance 
upon the price system presents us. In the interests of free allocation of 
resources we wish to rely on the price system, and this means allowing 
the switching of assets in response to changing yield differentials and 
minimizing the compartmentalization of the capital market. On these 
grounds it seems wrong to advocate further compartmentalization of the 
kind involved in the Bank’s proposal for splitting off the savings 
departments of the banks. On the other hand, the switching is sometimes 
a response to or a support of speculative, destabilizing activity in the 
economy. 


In the particular case of the dilemma under discussion it would 
seem that the resolution proposed may be too drastic and far-reaching. 
One suspects that it has been proposed as an alternative to a vigorous 
policy of forcing up interest rates on government securities rapidly to a 
point where they become attractive. The Bank of Canada has contended 
that “while there were periods of falling interest rates in 1956, the 
overall rise during the year was in the circumstances about as large and 
as rapid as could be digested without upsetting financial markets and 
investment practices upon which the successful financing of provincial, 
municipal and corporate capital expenditure depends as well as housing 
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finance”.** We may recognize the problem of a dealer’s trying to work 
off inventories of slower moving issues in a period of falling prices just 
as we recognized other difficulties connected with a rapid rise in interest 
rates under central bank pressure. But with all due respect to the very 
competent and sincere judgment of the Bank of Canada one must, in the 
absence of specific evidence that the bond markets were on the verge 
of complete demoralization in 1956, wonder whether interest rates might 
not in fact have been pushed at least a little higher a little more rapidly. 


(viii) The agreement respecting liquid asset ratios adopted late in 1955 
had as its primary objective, according to the Bank of Canada, that of 
forcing the banks to sell government bonds if they wished to expand 
loans. The Bank has stated in reporting on the agreement: “in the absence 
of a convention regarding minimum liquid asset ratios, at a time of great 
expansion in the demand for loans, a bank’s selling of bonds may be 
postponed and the necessary funds raised by running down liquid assets’’.44 
The agreement was introduced at a time when the banks had indeed run 
their liquid assets down very considerably and had substantially increased 
their commitments to borrowers. It is significant that the banks had to 
be given several months in which to meet the requirement. Moreover 
the necessity of the banks to switch from bonds to bills in order to satisfy 
the terms of the agreement may have been one of the technical considera- 
tions of the Bank underlying its policy of not allowing interest rates to 
rise more rapidly in the first part of 1956. 


The requirement of a minimum liquid asset ratio does of course put 
a limit on the extent to which the banks can run down liquid assets in 
order to extend loans. But it does not mean that in future the banks 
may not again be able to obtain funds for the extension of loans by 
running down liquid assets. In a future recession banks may accumulate 
liquid assets in excess of the minimum requirements and work the excess 
off in the subsequent boom. 


It is our feeling that rather than a drastic policy of splitting off the 
savings departments of the banks, or permanent adoption of a fixed liquid 
asset ratio, the monetary authorities should argue the desirability of bank 
loan charges being more flexible over a wider range and should seek 
to induce changes in interest rates generally of the degree required and 
with such rapidity as is warranted in the circumstances. One way to 
make bank loan charges more effective might be for the banks to institute 
a charge for commitments. This might be stated as X percent per month. 
The price might be guaranteed for only a set number of months and vary 
directly with the number of months it is guaranteed. Secondary reserve 
requirements if in fact necessary might take the form of an undertaking 


43 Bank of Canada, Annual Report, 1956, p. 25. 
44 Bank of Canada, Annual Report, 1955, p. 16. 
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by the banks to maintain an investment in government bonds of at 
least some specified multiple of their unused lines of credit. 


There are other examples on the record of the use of persuasion, 
suggestion and advice by the Bank of Canada, but in the other cases, the 
persuading was directed primarily to groups other than the banks, such as 
the finance companies, stock exchanges and department stores. 


Concluding Observation 


In concluding this chapter, it is perhaps as well to recall that in spite 
of the legislation, and in spite of agreements of one kind and another, 
the commercial banks in Canada still retain a very large degree of inde- 
pendence. They have very considerable control over the distribution 
of their assets, they are allowed to develop their own methods of attracting 
funds and of attracting borrowers. They operate their own organization, 
the Canadian Bankers’ Association, to protect their individual and 
collective interests and even the price fixing or collusive action to regulate 
rates in which the banks engage has been remarkably free of criticism. 
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THE CANADIAN CAPITAL MARKET 


A. Introduction 


In Chapter 2 we expressed the view that the strengths and weaknesses 
of the capital market may only be judged in relation to the objectives of 
economic policy. Venturing out of necessity into somewhat controversial 
territory, we set forth a group of objectives against which the performance 
of the capital market in post-war Canada would be considered in this 
study. We maintained that these objectives have been held in common, 
though perhaps with varying priorities, by the major political parties in 
Canada. These objectives are to maintain high levels of employment, to 
control inflation, to promote economic growth, to provide for defence, 
to raise minimum standards of social welfare and to so organize economic 
affairs that insofar as is consistent with meeting the other objectives, 
decisions as to what to produce and what to consume should be made 
by producers and consumers operating through free markets. 


If the last of these objectives is to be served, the capital market, in 
particular, must exhibit certain technical characteristics. There must be 
fairly continuous trading in considerable volume in the assets exchanged 
in the capital market, those who supply and demand these assets must be 
sensitive to changes in their relative prices or yields, prices or yields of 
these assets must be free to move, and a host of so-called non-price 
barriers to the supplying and demanding of funds must be kept as low as 
possible. A considerable part of this volume has been devoted to the 
working of the price system in the capital market. In the first part of this 
chapter we shall review this material stressing the weaknesses in the price 
mechanism as it operates today and pointing to the developments which 
are serving to reduce or to increase their importance. 


Following this review of imperfections in the capital market we shall then 
comment briefly on the problems of specific groups of fund raisers, in parti- 
cular small businesses, home buyers and municipalities. Some wider aspects 
of monetary policy than those considered in Chapter 8 will be discussed 
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next in relation to imperfections of the capital market and the objectives 
of economic policy. We shall conclude the chapter with a reflection on 
the scope of the capital market and conflicts among the objectives of 


“economic policy. 


B. Imperfections in the Working of the Price System in the Capital Market 


1. The financial transactions of consumers 


Canadian consumers save rather high proportions of their incomes. 
A very large and undoubtedly increasing fraction of this saving is con- 
tractual in character however, being done in connection with the purchase 
of services. Part of it is repayment of debt incurred in connection with 
purchases of durables and houses. Part of it goes toward the purchase 
of insurance policies and acquisition of pension rights. 


One characteristic of contractual saving is that during the life of 
the contract the individual saver has no choice as to the allocation of his 
funds among alternative outlets for saving. This restricts his sensitivity 
to changing differentials in yields. With respect to contractual saving 
one may also wonder whether, at the time the commitment is made, the 
consumer-investor is particularly sensitive to differential yields. On 
commitments to acquire debt we shall comment below. On commitments 
to defer the receipt of income or income and capital involved in 
life insurance and pension contracts the following may be said. In the 
case of employer pension plans, the plans are increasingly becoming 
compulsory conditions of employment so that the individual has no 
choice but to contribute. In the case of life insurance, available informa- 
tion suggests that though the insurance contract is, from one point of 
view, a contract to employ an investment manager, there is very limited 
awareness of this fact, and even if there were such awareness, it is a 
difficult technical job to compare the investment skills of insurance 
companies and to relate this to the premiums they charge and the dividends 


they pay. 


A considerable proportion of consumers do no saving at all, but even 
among those who do save and who do acquire financial assets other than 
life insurance policies and pension rights, many, especially in the lower 
income brackets, consider only a very narrow range of assets for invest- 
ment. Indeed, much of this non-contractual saving is residual in character 
and its investment is made on grounds of convenience rather than relative 
yields. There is undoubtedly widespread ignorance of investment op- 
portunities and even of the methods of going about making an investment. 


We tried to guess the proportion of funds moving out of the consumer 
sector that are moved by consumer-investors who could be presumed to 
be relatively insensitive to yields and we concluded that perhaps the 
proportion is as high as one-half. However, the important question is 
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whether “at the margins” there is sensitivity to changes in relative yields. 
We found that in general, the range of financial assets considered for 
individual portfolios is wider, the higher is the level of individual income. 
It follows therefore that such responsiveness to changes in differential 
yields as there is among consumer-investors is concentrated among 
those in the higher income brackets. But of course even among _ yield- 
conscious consumer-investors other considerations affect their invest- 
ment decisions and temper their sensitivity to changes in relative yields. 
These other considerations include the tax advantages to be derived from 
some classes of investment as compared with others, costs of shifting 
the composition of portfolios and others, not to mention those referred 
to earlier that lead to contractual investment or saving. 


Though there is a degree of sensitivity to changing yield differentials 
among consumer-investors, especially those with higher incomes, the 
capital market would be improved in its functioning if more consumers 
were sophisticated as investors. 


Much of consumer saving flows to financial institutions. A large part 
of contractual saving is invested through institutions; much non-contrac- 
tual saving is deposited with institutions and is in turn invested by them. 
This raises the question of the investment policies of financial institutions: 
we shall review our discussion of this question below. 


We considered not only the sensitivity of consumers as investors to 
the relative yields of financial assets but also their sensitivity as borrowers 
to the costs of funds. We concluded that ignorance of the costs of funds is 
very widespread among consumer-borrowers. We contend that if consu- 
mers wish and are able to pay high costs of borrowed money in full 
knowledge of these costs, it is a proper function of the capital market 
to supply them. We contend equally however, that if consumers are 
unaware of the costs of the funds they borrow, there is a presumption 
that to some extent (what extent cannot be stated) funds and resources 
are misallocated. Suppliers of funds to consumers do not usually state 
the costs of the funds clearly. Indeed, consumers could not know these 
costs in most cases without making elaborate calculations that are beyond 
the abilities of persons not trained in the mathematics of finance. In many 
instances, other terms of the loan contract apart from the cost of funds, 
such as the monthly servicing charge, and the proportion of the amount 
borrowed to the price of the real asset being purchased, are given overriding 
consideration. In fact the possibilities of hiding increases in costs by 
extending amortization periods for example, make it easier for consumer 
finance companies to maintain or increase the volume of their loans 
outstanding even when they have to pay more for the funds they borrow. 
The insensitivity of consumer-borrowers to costs of funds may not only 
distort the allocation of funds by the capital market but may also 
frustrate the efforts of monetary authorities to restrain the increases 
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in credit in times of inflation. This frustration has been experienced 
in Canada and was heightened by the ability of instalment finance 
companies to develop or tap new sources of funds when traditional sources 
were curtailed (directly or indirectly) by the monetary authorities. 


2. The financial transactions of non-financial business firms 


The non-financial business sector of the economy is typically a net 
taker of funds from the capital market: its saving (through retained 
earnings and depreciation or similar charges) is typically less than its 
expenditures on new capital assets. Nevertheless, this sector of the economy 
does a substantial amount of saving. Moreover the individual saving units 
direct the funds they save to the financing of their own activities to a very 
considerable degree. This prevalent practice of self-financing in industry 
represents a circumvention of the capital market in that the funds involved 
in “self-financing” are raised in the goods market rather than in the 
capital market. Since the practice is so widespread we considered in some 
detail whether the presumption is warranted that it leads to misallocation 
of resources. We concluded, subject to qualified reservations about 
monopoly control of the prices of goods and services, that such a presump- 
tion is not warranted. This conclusion was fortified by the fact that in a 
great many instances firms finance a part of their requirements through the 
issue of securities in the capital market and thus in these instances investors 
in the capital market have an opportunity to express their judgment of the 
companies and their plans. 


Later in this chapter we shall review some of the problems of financing 
smaller business enterprises, including the high costs of public issues of 
securities. We confine our remarks at this point to non-financial corporations 
generally. 


There are many factors in addition to the relative prices of securities 
which must be weighed by corporations in arranging their external 
financing. We discussed a number of them and a few at considerable 
length in Chapter 6. Taxes of course have an enormous impact on 
corporate financial decisions. Not only do tax considerations in general 
favour debt over external equity financing, and common stock over preferred 
stock financing; but many of the detailed aspects of the law and regula- 
tions such as, for example, the rules governing depreciation and depletion 
allowances, affect the differences in prospective rates of return on new 
capital as among industries and as among concerns within industries and 
hence the relative demands for funds to finance the acquisition of new 
capital. The preferences of investors and the preferences and traditions 
of the companies must also be given due weight in decisions as to whether, 
when and in what forms, to raise new capital. There exist rather clear 
though flexible opinions among company directors or managers as to the 
structure of the balance sheet and the income statement; these are expressed 
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in terms of the ratios of dividends to net earnings, debt to equity, 


long-term to short-term debt, for example, and they affect corporate 
financial decisions. 


However, within the limits imposed by taxes and business conventions, 
the choice of the form in which to raise funds externally reflects changing 
yield differentials. In a review of the data on new issues of corporate 
securities and the prices of such securities we could not contradict the 
hypothesis that “at the margin” there is a changing emphasis among the 
various forms of security offerings in response to changes in their dif- 
ferential yields. We emphasized however how unsatisfactory the data are 
and how much we are in need of fundamental research in this area in 
Canada. Even the concept of the cost of funds is hazy and ill-defined. 


Bearing in mind that the capital market works to the best advantage 
when buyers and sellers of securities are well-informed, we emphasized 
the responsibility that rests upon corporations, to provide frequent and 
regular information to assist investors in judging the investment characteri- 
stics of corporate securities. There has been a considerable improvement 
in the frequency and quality of information supplied to investors by public 
companies. Further improvements are urged by the investors. The one most 
frequently mentioned is provision of quarterly statements. We can only 
condone legitimate pressure by investors for the information they need. 


3. The transactions of financial institutions 


The professional investment managers of the financial institutions, 
the trust companies, the life insurance companies, the investment companies, 
for example, are sensitive to changes in the differential yields. There can 
be no doubt of that. However, these professionals are required to work 
within certain rules. Some of the rules are embodied in legislation; some 
are embedded in the traditions of the companies. These rules do limit the 
reactions of the investment managers to changes in yields. The legislation 
and traditions governing many financial institutions serve to restrict the 
classes of funds into which institutional funds may flow and the amounts 
that may flow into permissible classes of assets. We reviewed these laws 
and customs in some detail in Chapter 7. Pervading the legislation 
governing trust companies and life insurance companies is a distinct 
bias against investment in common stocks. This legislation has been 
developed very largely for the purpose of protecting those who invest 
their funds in trust with these companies and there is no denying the 
need to afford protection. The question is whether the legislation is not 
in some respects overly protective. We concluded that in some respects 
it is. We welcomed the relaxation of trust legislation in this respect in 
Nova Scotia. We contended that some innovations in the insurance 
company legislation such as the so-called “basket clause” were forward 
steps. We argued in considerable dctai! however, in respect of life insurance 
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companies, that modifications in their own interpretation of their trustee- 
ship might well benefit their policyholders and contribute to the better 
functioning of the capital market by widening the range of assets into which 
the companies’ funds could flow and by thus reducing the compartmentaliza- 
tion of the market. 


The Canadian banks, operating to a large extent as savings banks as 
well as commercial banks, are not allowed to invest in residential mortgages 
save those that are insured under the National Housing Act. The insurance 
companies on the other hand are large investors in mortgages even though 
such investments are exceedingly short term and contribute greatly to 
their over-all vulnerability to falling interest rates which derives from the 
short average term of their assets as compared with the very long mean 
term of their liabilities. There is a heavy weight of argument to support 
what undoubtedly would be regarded as a revolutionary view, that banks 
might be encouraged to increase the proportion of mortgages in their 
portfolios greatly and that insurance companies look increasingly to 
fields of longer-term investment. We hasten to add however that by the 
use of the word “encourage” we do not mean direct legislative tampering 
with the determination of prices in the securities markets; we mean only 
to suggest the gradual elimination of unnecessary or deleterious biases in 
the legislation and in institutional practice concerning institutional invest- 
ment policy. The increasing institutionalization of personal saving demands 
that we reconsider from time to time the investment practices of our major 
financial institutions, in the interests of preserving and readapting machinery 
through which the free enterprise method of organizing economic activity 
can operate. 


4. Imperfections in the markets for particular assets 


The yields of many assets are slow to move or have a fixed ceiling. 
Thus charges on bank loans are slow to move and have a statutory ceiling. 
Bank and other institutional rates on deposits are similarly slow to move 
and fluctuate within a fairly narrow range. (We may now make an exception 
of bank rates on some non-personal notice deposits.) The N.H.A. rate on 
mortgages is subject to an administered ceiling (and only rarely has been 
at a figure other than the ceiling) and because of this we have had con- 
siderable difficulty with the housing programme at times. Similarly other 
mortgage rates are slow to move. The rates charged on farm loans by 
many of the government organizations are either fixed or are varied infre- 
quently. 


Some investments are relatively illiquid either by virtue of the character 
of the contract or the undeveloped state of the market in these assets. 
Investments in pension funds, including the individual retirement plans 
favoured by the tax legislation are exceedingly illiquid. Insurance policies, 
regarded as an investment are relatively illiquid. There is either a total 
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Jack or lack of an active market in many financial assets such as N.H.A. 
mortgages, other mortgages, the bonds of smaller municipalities, especially 
serial bonds; markets in many provincial bonds do not show active and 
continuous trading and the securities of many smaller companies cannot 
be said to enjoy active markets. 


5. Developments serving to increase the importance of imperfections 


We have already referred to the fact that the increasing institutionaliza- 
tion of saving increases the importance of the imperfections arising from 
the limitations on the investment practices of the institutions. We regard 
this as a very important consideration. The institutionalization of saving 
arises partly from the purchases of assets such as insurance policies, 
pension fund rights, investment certificates, shares in investment companies 
and the like from the financial institutions. It arises also through the 
repayment of debt held by the financial institutions. The increased use 
of consumer credit increases the importance of imperfections in the capital 
market arising from the insensitivity of consumers to the associated bor- 
rowing costs. Similarly the increased relative importance of mortgage debt 
increases the relative importance of imperfections arising from the com- 
parative insensitivity of home buyers to mortgage loan rates and the 
importance of the lack of flexibility of N.H.A. and other mortgage rates, 
and the lack of well developed markets in these instruments generally. 


The fact that the needs of municipalities are growing so very rapidly 
increases the importance of the imperfections in the municipal bond 
market. The rate of increase of municipal debt has been greatly in excess 
of the direct debt of provinces, and of course there has been a considerable 
decline in the direct debt of the federal government. Undoubtedly the 
municipalities whose borrowing needs have increased most rapidly have 
been those on the fringes of rapidly increasing metropolitan areas which 
a few years ago were still largely under the plow but which recently have 
had to provide a full range of urban services. Probably the debts of older, 
built-up urban municipalities have increased less rapidly while those of 
rural municipalities have increased less rapidly still. 


These considerations are weighty though expressed here in brief 
compass. In the post-war period in Canada there has been a continued 
shifting of personal saving to the institutions and there has been a shifting 
of outstanding debt toward consumer debt, mortgage debt and the 
debts of junior governments. These changes serve to emphasize some of 
the imperfections in the capital market. But there have been other 
developments serving to reduce the importance of some of the imperfections. 
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6. Developments serving to reduce the importance of some of the 
imperfections 


Two general developments serving to reduce the importance of 
imperfections in the capital market may be cited first. The growth of the 
economy increases the amounts of some classes of assets outstanding and 
as amounts outstanding increase, markets in these assets tend to develop 
and trading in them to become more active. This is a very slow process 
of course. The outstanding debts of most provinces have increased during 
the post-war years as have the debts of most municipalities. The volumes 
of outstanding mortgages and corporation bonds have also increased. 
In addition to the growth in the volume of outstanding obligations there 
has been a development of specialized institutions serving special needs 
of investors and borrowers in the capital market. Among these institutions 
are the instalment finance companies, the investment companies, and 
private development banks. Although in some respects these newer 
institutions serve further to compartmentalize the market, they also in 
other respects serve to forge links among existing compartments in the 
market. For example, the instalment finance company has become a 
channel through which short-term corporation funds may flow into con- 
sumer debt. The investment companies provide a medium which greatly 
enlarges the range of assets which may be held by an individual investor. 
But these examples lead us to specific illustrations of ways in which 
imperfections in the capital market have been reduced in importance. 


The investment companies which are still small by comparison with 
the large financial institutions are growing rapidly. They not only enable 
individuals’ funds to flow to a wider range of assets than they could 
reach in the absence of such a pooling system, they also provide for the 
management of these funds by professional investors who are informed, 
and sensitive to relative yields. While the companies themselves impose 
some restraints on their investment policy (for example they do not take 
up the shares of new companies to any important extent) there can be 
little doubt that the rise of these companies has served, perhaps yet in 
a rather small way, to improve the working of the capital market. 


Through the efforts of the Bank of Canada and the co-operation of the 
investment community, the market in treasury bills has been considerably 
broadened with the result that there is now a more efficient employment 
of short-term funds in the capital market, and the Bank of Canada has 
achieved some increase in flexibility. 


Partly as a by-product of the development of the treasury bill market 
but also as a result of the increased demand for consumer credit and 
the emulation of techniques employed in other capital markets, the 
American in particular, the market in the short-term notes of finance 
companies has also been developed to some degree in Canada. There is 
not yet much trading in outstanding issues of these companies, but they 
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have been sold rather widely. While during the cultivation of this market 
by the finance companies, the monetary authorities may have been caused 
some temporary embarrassment in their efforts to restrain increases in 
credit, the development must be viewed in general as contributing to the 
greater flexibility and improved functioning of the capital market. 


There has been some relaxation of restrictions on institutional invest- 
ment practices. The removal of the requirement (imposed by the income tax 
authorities) that trusteed pension funds be invested in accordance with 
the regulations in the Canadian and British Insurance Companies Act, was 
a long stride forward. A very much shorter step forward was the introduc- 
tion of the “basket clause” in the insurance acts. The pooling arrange- 
ments allowed by the legislation with respect to common trust funds and 
also adopted by the trust companies in respect of pension funds, employer 
and employee, represent an advance in that they widen the classes of 
securities which may be considered as candidates for the investment 
of these funds. The changes in the banking legislation to permit the 
investment of bank funds in N.H.A. mortgages on houses and in loans 
against other classes of durable goods are improvements though the 
guaranteeing or insuring of some classes of these loans seems an undesirable 
step. 


While, as we have contended, the lack of markets in outstanding 
securities of several varieties is a weakness in the Canadian financial 
machinery, there have been some specific improvements in addition to the 
one in the treasury bill market to which we have already referred. One 
of these improvements is the very gradual development of a market in 
outstanding N.H.A. and other mortgages. These markets exist only in 
very rudimentary form as yet, but that they have developed at all is 
important. 


7. Efforts that may be made to remedy the imperfections 


There are a few specific measures which might be initiated at the 
present time to remedy, or to work in the direction of remedying some of 
the imperfections of the capital market. 


The insensitivity of consumer-borrowers to the costs of funds may be 
impossible to overcome, but as we suggested in Chapter 5, we should at 
least take steps to ensure that individuals are informed of the rates of 
interest they are required to pay and informed in such a way that they 
may easily, without using slide rules, compare the rate charged at one 
source with the rate charged at others. If the suppliers of the funds them- 
selves continue to display an unwillingness to advertise their charges 
clearly and effectively, it may be necessary to exercise Parliament’s jurisdic- 
tion over matters pertaining to rates of interest and pass legislation requiring 
uniform, clear announcement of the rates of interest charged on loans to 
consumers, in terms of some common formula. 
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In view of the general lack of sophistication of individual investors, the 
educational activities of such bodies as the Investment Dealers Association 
are to be supported and promoted. In their way, investment clubs which 
have recently enjoyed considerable interest, can serve as educational 
enterprises and are to be encouraged for this reason. Ignorance of opportun- 
ities available and the specific methods of exploiting them is always a 
barrier to the proper functioning of the market. The freer and more 
frequent flow of information from companies to investors in the market 
that has been accomplished is helpful and to be promoted. 


The professional investor in the capital market can contribute enormous- 
ly to the satisfactory working of the market. It is for this reason that the 
institutionalization of saving need not of itself be deplored. If individual 
investors are able to make intelligent judgments of the performance of 
the various institutions and adjust the flows of funds to the institutions 
accordingly, and if the institutionalization of saving does not lead to the 
relative drying up of the flows of funds in some channels of investment, 
then the increasing propensity of individuals to commit savings to institu- 
tions is to be welcomed and encouraged. 


The individual investor, however, who seeks to assess the investment 
performance of the various institutions faces considerable difficulty. Some 
of this difficulty arises out of the complicated variety of service provided 
by the institution. A life company for example provides protection as well 
as an investment service. But at least all life companies provide similar 
combinations of services so that the comparison of life companies with 
each other should not be impossible if information on costs of service 
were readily available. The increasing practice of selling participating 
policies renders the cost of insurance the more uncertain; it is granted 
that this cost over the life of the policy cannot be predicted accurately. 
But the insurance industry would be rendering a signal service and would 
contribute to the working of the capital market if collectively and indivi- 
dually the companies provided information on their past performance in 
a way which would enable unsophisticated persons to make more informed 
selections of the companies and insurance policies in which they invest. 
We have spoken particularly of the life companies, but in many ways the 
service they provide is the most complicated and difficult to evaluate 
of all the services provided by financial institutions. 


To provide the basis for more intelligent commitments of funds to 
institutions is only one aspect of the problem of guaranteeing that the 
institutionalization of saving contributes to the effective working of the 
capital market. The other and perhaps more important aspect is to guarantee 
that the channels through which the funds flow from the institutions are kept 
free to carry funds moving in response to the forces of fluctuating yield 
differentials. To this end it is suggested that the legislation governing 
trustees be modified to give rather greater freedom to trustees in selecting 
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investments. It is suggested that the requirements of the insurance legislation 
respecting valuation of equities be changed so as to be less inhibiting to 
such investment, and that insurance companies be given greater latitude in 
the selection of their investments. It is further suggested that banks be 
permitted to invest in conventional mortgages. 


There are restrictions on the movements of certain yields in the 
capital market which might well be eliminated in the interests of improving 
the market. Thus the ceiling on bank loan charges might be eliminated or 
greatly increased. The banks themselves might then be encouraged to 
make the rate on loans more responsive to the demand for loans in relation 
to the banks’ supplies of cash. Similarly, the rates of interest paid on 
institutional deposits might be more flexible and indeed they could well 
become so if bank loan charges were not subject to a ceiling. The ceiling 
on N.H.A. mortgage rates might be removed and these rates determined 
by the forces of supply of and demand for mortgage funds in the mortgage 
market. 


There are not many active measures that can be taken to develop 
secondary markets in outstanding securities. It may be however that not al! 
avenues have been fully explored with respect to the market in mortgages, 
N.H.A. and otherwise. Have the institutions exploited to the full the 
discounting facilities offered by the Central Mortgage and Housing Corpo- 
ration? The CMHC, the banks, and other approved lenders could supply 
blocks of N. H. A. mortgages to investors in various maturities, on properties 
in various parts of the country, and with servicing of the mortgage provided 
for. There would seem to be need for some method of guaranteeing or 
insuring titles to properties. It is important that the barriers to the deve- 
lopment of this market be discovered and attacked. 


Another area that is in need of study with the co-operation of the 
technical operators involved is that of costs of issuing and distributing 
securities. These costs operate as a barrier to public issue of securities 
by smaller companies and municipalities. Yet as we cited in Chapter 6, so 
eminent a financial authority as the Governor of the central bank has 
declared that we know all too little of the factors that contribute to the 
costs of security issuing. Surely this is a subject that is amenable to 
investigation. Any progress that could be made in reducing the costs of 
issuing and transferring financial obligations, and thus freeing the flows of 
funds would be to the advantage of all. 


C. Problems of Financing Particular Activities 


There are certain types of activity, the financing of which has been 
a matter of continuing concern not only in Canada, but in other countries 
as well. Perhaps the three types of activity about which this concern is 
most frequently expressed are small business, including agriculture, the 
purchasing of houses, and certain activities of municipal governments. 
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There is a persistent apprehension that the capital market does not ade- 
quately serve the small business man, the home buyer and the municipality. 
With respect to all case the feeling is that existing institutions, including 
investment dealers, are not able profitably to channel funds to support 
these activities at costs which the small businessman, home buyer or 
municipality can pay. Sometimes it is suggested that private institutional 
arrangements other than those existing in the market could profitably 
direct funds to these borrowers, at costs they could pay. Sometimes it is 
contended that (senior) government agencies should assume much of the 
risk involved in lending to such groups, so that suitable private institutional 
arrangements could profitably be made. It is also suggested on occasion, 
that special government agencies should be established to provide financial 
accommodation directly to small business, home buyers and municipalities. 
The problem of appraising the working of the capital market with respect 
to supplying these particular borrowers is complicated by uncertainty as to 
the precise extent to which as a matter of public policy it is desired to 
subsidize the activities of these groups. 


The private lending institutions once supplied long-term credit to 
agricultural enterprises to a much greater extent than they do at present. 
Their experience, especially in the prairie provinces, during the depression 
with general defaulting and with moratorium legislation has led to severe 
apprehension over the risks involved in long-term loans to agriculture. Even 
before the depression, however, there were government lending agencies 
serving the needs of farmers and today, apart from the long-term credit 
supplied to farmers by individuals, by far the larger proportion of long- 
term loans to farmers is made by branches of governments. It would 
probably be generally agreed that there is an element of subsidy in the 
rates of interest charged on these loans. There is a feeling that the loans 
of some of the agencies might be made for somewhat longer terms and in 
some instances in rather larger amounts. These changes it is felt would 
render the existing machinery even more suitable for meeting the special 
problem of financing the change in ownership of farms which must be 
accomplished at least once each generation. 


The banks are the principal suppliers of short and medium-term credit 
to farmers. They supply medium-term credit for the most part under the 
provisions of the Farm Improvement Loans Act under which the rate of 
interest is restricted to a maximum of 5 percent and the loans, up to a spe- 
cified limit, are guaranteed by the federal government. The operations under 
this Act have been generally acclaimed a success. On may question whether 
it was necessary, in order to promote this form of lending to do more than 
permit the banks to take mortgages against the specific improvements being 
financed. However, there is undoubtedly in many cases an element of 
subsidy involved in the 5 percent charge, and the limited guarantee against 
losses is the specific compensation to the banks for assuming the risks at 
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5 percent. The banks supply short-term credit to farmers in the traditional 
Canadian way and of course subject to the 6 percent ceiling on charges. 


All three of the kinds of suggestions for improving the supply of 
credit that we outlined above have been made with respect to small business. 
There was for example one specific proposal made before the Commission 
for the formation of a private Canadian Development Corporation.1 This 
corporation, with an initial capital of some $50 million to $75 million would 
investigate and invest in new ventures large and small or existing small ven- 
tures unable to obtain adequate financing from other private sources. It was 
suggested that the corporation be prepared to supply at least a part of either 
equity or debt financing required in any particular venture and that it should 
sell investments when these had developed to the point where the interest of 
other private investors was assured. 


This specific proposal envisaged a private organization which would 
interest itself in both large and small undertakings. It is a question however, 
whether such a development corporation would be likely to operate 
successfully in both fields simultaneously. There are a few private deve- 
lopment corporations operating in Canada, most if not all of them as 
branches or subsidiaries of other organizations operating in other countries. 
It would seem highly likely that any Canadian private corporation of this 
kind would have to be prepared to extend its interest beyond Canada in 
order to achieve the volume and diversity of business necessary to permit 
profitable operation. 


In 1944 the suggestion that a federal government lending agency 
with powers to supply capital directly to small and medium business 
concerns in Canada and to guarantee the obligations of such concerns if 
they are unable to raise funds in other ways, was adopted and the Industrial 
Development Bank established shortly after. In 1956, the President of the 
Industrial Development Bank stated: “We have been in operation now for 
ten years and we have barely earned interest on our money without paying 
income tax. We are specialists; we are permanent; we are in the business 
continuously. If some one else is going deliberately to set up a similar 
institution, they will have to put a lot of money into it and be content to 
wait a long time for any profits. I do not think that you could expect 
them to do that ... if we should have twice the number of loans then 
we would only have a 20 to 30 percent increase in our cost...”? This 
statement indicates the difficulties that might be faced by a private deve- 
lopment corporation. In addition to the federal Industrial Development 
Bank there are several provincial government agencies or arrangements 
for lending money to or guaranteeing the obligations of small business. 


1 This proposal was made in the Statement by Mr. Gordon R. Ball, President of the Bank of 
Montreal, before the Royal Commission on Canada’s Economic Prospects in Montreal on 
February 21, 1956. ‘ 

2 Minutes of Proceedings and Evidence, Standing Committee on Banking and Commerce, House 
of Commons, May 1, 1956, p. 252. 
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Small businesses, frequently unincorporated, always relatively unknown, 
inevitably are at a disadvantage in the securing of capital as compared 
with large, incorporated, well-known firms. It cannot be otherwise. In 
Chapter 6 we took the view that the needs of small business are in general 
well catered for in Canada by the private lenders, institutional and otherwise, 
and by the government agencies.* Without subscribing to the rather 
extreme point of view put forward by the Governor of the Bank of Canada 
(in his Annual Report for 1957) quoted in Chapter 8 with respect to 
immunizing small businesses from the effects of credit restrictions in times 
of inflation, one may accept the political judgments underlying present 
government arrangements for assisting small enterprises as providing 
desirable supplements to the organizations operating within the price 
system for profit. 


In the field of housing finance there is of course a variety of private 
institutions which supply funds to home buyers; there is also a very large 
flow of funds from individuals to home buyers. It is true there have 
traditionally been technical flaws in the mortgage market. Mortgages are 
not very liquid investments, because of the lack of markets in outstanding 
mortgage obligations. This may well have had a restraining effect upon 
some classes of investors and undoubtedly is a factor that is reflected in the 
yields of mortgages on residential buildings. While the activities of govern- 
ments in the field of residential housing may in part be in response to the 
costs of mortgage loans, they have not been directed primarily to the 
improvement of the functioning of the market in outstanding mortgages 
though certain provisions of the federal legislation to which we shall allude 
have been designed to increase the liquidity of mortgages. 


Over the last two and a half decades suggestions have been made 
and acted upon in Canada that additional lending institutions be permitted 
or induced to make residential mortgage loans, that the government 
guarantee loans by private institutions and that the government make 
loans directly to home buyers or otherwise directly finance residential 
construction. The outstanding example of the first suggestion is the one 
acted upon in 1954, namely that the chartered banks and the Quebec 
savings banks be permitted to make mortgage loans. However, the 
participation by banks in the residential mortgage lending field that was 
permitted was limited to loans made under the terms of the National Hous- 
ing Act and insured or guaranteed (as in the case of Home Improvement 
Loans) by the government-operated Central Mortgage and Housing 
Corporation. 


Ever since the passing of the Dominion Housing Act in 1935, the 
principle of direct government participation in and guaranteeing of mort- 
gage loans against residential housing has been accepted in Canada. The 


Mention might also be made of the progressive character of the individual income tax structure 
and the lower tax on the first $25,000 of corporate income as measures which especially favour 
the expansion of small businesses. 
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precise formulae governing direct lending and guaranteeing of mortgage 
loans by the federal authorities have been changed from time to time; we 
cannot recount the details here. As matters stand now, the Central Mort- 
gage and Housing Corporation guarantees loans made by approved lenders 
for new housing in accordance with the National Housing Act and also 
from time to time makes direct loans sometimes through approved lenders 
acting as agents. The direct loans are made to home-owners or owners of 
rental property ordinarily only when evidence is produced that approved 
lenders have declared themselves unable to make the requested loan as 
an insured mortgage loan under the Act. Direct loans are also offered to 
limited dividend companies and to companies in the mining, logging and 
fishing industries to finance the construction of low-rental housing units. 
There is provision in the National Housing Act for limited guarantee of 
rentals from rental housing projects. The Aci authorizes the federal 
government to enter into agreements with provincial governments to acquire 
and develop residential land and to build housing accommodation for 
renting. The Central Mortgage and Housing Corporation may itself build 
homes and has done so for the Department of National Defence for 
example. In all of these and other ways the federal government or its 
housing corporation participates directly and indirectly in supplementing 
the ordinary working of the capital market in providing funds for the 
finance of home construction and ownership. 


Though the principal federal government activities in the field of 
housing finance have taken the form of direct lending or guarantees of 
loans, there was an important provision in the National Housing Act of 
1954 directed toward encouraging the development of a secondary market 
in NHA mortgages. This Act provides that if an NHA mortgage is sold, 
the insurance policy may be assigned to the purchaser if the loan continues 
to be serviced by an approved lender. The Act also provides that the 
Central Mortgage and Housing Corporation may buy and sell insured 
mortgages or lend on the security of insured mortgages. These provisions 
have resulted in some transfers of NHA mortgages as we reported in 
Chapter 8. 


We do not propose to debate here, especially as we have not been 
able to develop the background facts and issues in the earlier part of the 
volume, the merits of the specific government measures that have been 
taken in the field of residential housing and its financing in Canada. There 
has been a general feeling that the working of the free market would not 
produce satisfactory results in this area. As we have mentioned, the risks 
involved in mortgage lending are reflected in the charges made by private 
institutions for mortgage loans. It has been felt in addition that private 
sources of funds did not adequately serve the needs of those who desired 
smaller homes, or low-rental accommodation. It has been felt that the 
costs of providing private mortgage financing in some of the smaller or 
more remote areas were higher than home buyers in those areas should 
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have to bear. It has also been felt that government should take a special 
interest in the quality of housing supplied, in over-all community develop- 
ment and in the rebuilding of blighted areas in the major urban centres. 
The entry of the banks with their far-flung system of branches in small 
localities as well as large, in the mortgage lending field, would, it was 
hoped increase the flow of funds in support of housing in both small and 
large centres. The direct lending programme has been aimed particularly at 
providing housing finance at relatively low cost in small and remote areas 
for lower income families especially. The guarantee or insurance of NHA 
mortgage loans has likewise been designed to reduce the cost of 
home ownership and the cost of rental accommodation for lower income 
families. The fixing of the ceiling on NHA loans has sometimes created 
difficulties in this programme of supplementing the flows of funds from 
private suppliers. The Central Mortgage and Housing Corporation has itself 
remarked in reference to conditions in the market in 1957 when interest 
rates in general were moving up that “while interest rates and other terms 
on conventional mortgages were free to move in response to market 
pressures, they did not change as easily as, for example, bond yields. As 
a result, institutional investment in conventional mortgages declined in 1957. 
There was a much greater decline, however, in institutional activity under 
the National Housing Act, where a maximum interest rate is operative. 
This rate was increased from 5¥ percent to 6 percent at the beginning 
of 1957 but the effects of this higher rate were short-lived. As interest 
rates moved up from March onwards, mortgage loans under this Act again 
lost their attractiveness as investment opportunities.’+ It was as a conse- 
quence of this development, of course, that the direct lending programme of 
the corporation was vastly increased in 1957. It may well be desirable for 
the government to assume some of the risks of mortgage lending in order 
to reduce the relative costs of mortgage funds, but it unnecessarily compli- 
cates the working of the capital market and the supplementary programmes, 
to introduce rigidities of prices. Of course, the intervention of the federal 
government in the field of housing finance has increased the flow of 
resources into housing, and has affected the composition of the nation’s 
stock of housing. Some may be apprehensive as to whether we have 
created even greater problems of slum clearance for the future. Others 
may be apprehensive lest the changing size of family has been inadequately 
anticipated in the housing programme. Certain it is that by concentrating 
its lending facilities on new, as opposed to existing houses, the building 
of new houses has been emphasized rather than the reallocation of existing 
housing accommodation. This has served the objective of stimulating 
employment in the housebuilding industry; it has also raised land prices 
and hence the total costs of new houses especially in the larger centres. 
But we must not pursue these matters here. We have argued that the 
housing programme should supplement and facilitate the working of the 


4 Central Mortgage and Housing Corporation, Canadian Housing Statistics, Quarter 4, 1957, 
p. 5. Italics added. - 
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price system and not supplant or hinder it. We would feel that the freeing 
of the NHA mortgage loan rate, and further efforts to develop the secondary 
market in mortgages would be consistent with this injunction. The entry 
of the banks into the field of mortgage lending is surely to be welcomed 
but not the limiting of their participation to NHA loans. Further study 
leading to specific measures to facilitate financing of the transfer of existing 
houses to new owners would seem to be most desirable in the light of 
the broader objectives of the housing programme. 


The sale of municipal bonds to private investors presents many of 
the same problems as the sale of the obligations of smaller businesses. The 
issuing bodies are small and not widely known in the vast majority of 
cases; the volume of outstanding issues is small and held largely by 
institutions or local buyers so that the market for the securities is inactive; 
consequently most municipal bonds are highly illiquid. Just as smaller 
businesses are inevitably at a disadvantage, in general, relative to larger 
businesses in raising funds publicly, so the smaller municipalities are at 
a disadvantage relatively to the larger ones in placing their securities. 
The larger municipalities are better known, there is a greater volume of their 
securities outstanding and they can interest a wider range of buyers. The 
larger municipalities in Canada, when interest rate differentials warrant, 
borrow in the New York capital market for example. 


The problems of distributing obligations of Canadian municipalities 
have received urgent attention from time to time for generations in Canada. 
To refer only to recent years we may mention the period of the Great 
Depression in the nineteen thirties when soaring relief costs of the munici- 
palities vastly increased their need to borrow at precisely the same time 
as revenue sources were much less productive. In the post-war period, 
municipal revenues have increased but the backlog of required municipal 
improvements and educational facilities stemming from the privations of 
war and the continued growth of the population and increased size of 
families has again vastly increased their need to borrow. 


The provincial governments in Canada have adopted a variety of 
schemes to assist the municipalities with their problems of financing. These 
include direct grants to municipal authorities for specific purposes, gua- 
ranteeing of bond issues and direct lending to municipalities. It would 
be much too large a task to explain the details of present arrangements 
in each of the ten provinces, but we may offer illustrations of provincial 
assistance. In Ontario, for example, where no municipality may make any 
expenditure requiring levies to be imposed in a future year without the 
approval of the Ontario Municipal Board, the Ontario Municipal Impro- 
vement Corporation may purchase debentures, including school debentures 
from municipalities, under certain conditions. Under the Department of 
Education Act, the province may, again subject to certain conditions, gua- 
rantee payment by the province of any debentures issued by an elementary 
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school board in Ontario or by a municipality in a territorial district. The 
province may also make direct grants in aid of municipal projects of 
various kinds. Thus in Ontario, the province assists municipalities by 
direct grants, by guaranteeing some debts and by direct purchasing of 
some other debts. It might also be suggested that the very procedure of 
requiring approval for debenture issues is designed to enhance their marke- 
tability, as well as for other purposes. In Alberta, for several years, in 
addition to providing direct grants towards municipal, school and hospital 
operating costs, the province directly, or through the Municipal Finance 
Corporation has purchased out of current revenues practically all of the 
funds borrowed by municipalities, schools and hospitals. In 1958 however, 
the province suspended the operations of the Municipal Finance Corpora- 
tion, temporarily at least, and local administrative bodies accordingly have 
once again offered debentures to the public. The province stands ready, 
though, to “bid on issues which may not attract reasonable bids on the 


_ open market.”° Although the degrees of assistance and the formulae 


for providing it to municipalities differ as among the provinces, every pro- 
vince provides assistance in some form. The guaranteeing of debenture 
issues as to interest or principal or both, and the providing of direct loans 
are common practices; in some provinces special Crown bodies have been 
established with the power to issue securities in their own right and to use 
the proceeds to provide loans to or purchase the debentures of local 
authorities. 


Undoubtedly there are directions in which improvements in the methods 
of issuing and distributing municipal debentures could be sought. Munici- 
palities have limited freedom in their choice of times at which to issue 
their long-term debt and of the forms in which to issue it. Each debenture 
issue must be for a certain specific amount and specific purpose and usually 
has to be approved by a vote of the taxpayers or by some provincial 
administrative authority. There is some question whether, especially among 
the small local authorities, there is available the technical expertise in 
financial matters that would permit maximum advantage to be taken of 
such flexibility as there may be. While provincial authorities and invest- 
ment dealers are sometimes consulted on technical aspects of the issues 
and their placement it may be that study would reveal possibilities of 
increasing flexibility as to timing and form of issues and of increasing the 
use of technical advice on the best ways of exploiting such flexibility. 
Unquestionably it is necessary to limit the freedom of local authorities in 
making commitments for debt, but administrative necessities should present 
the lowest possible barrier to the making of advantageous financial arran- 
gements. The question of how the purchasers of municipal securities 
appraise the credit worthiness of the issuers is one which would repay some 
study. Just as the issuers of the securities are not always well advised or 
informed so too it may be that the rules-of-thumb employed in rating 


5 Alberta Government, Press Release, January 18, 1958. 
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municipalities as credit risks operate to the detriment of some issuers. 
Undoubtedly an unfortunate experience in a municipality’s financial affairs 
is long remembered by the financial community. The factors that enter into 
the costs of issuing and distributing municipal securities are as little known 
as the factors that enter into the costs of distributing the issues of smaller 
corporations; these too, would perhaps repay study. It seems clear that in 
general investment dealers do not press the sale of municipal bonds to 
individuals; individuals seem to acquire their municipal bonds through the 
banks. If the marketing methods could be improved the resulting gains 
would be worthwhile. The municipalities would gain an advantage, in the 
short run at least, if they could issue rather longer-term debt against the 
longer lived improvements they undertake. One obstacle here that is 
applicable in some instances is provincial government restriction against 
the issue of 35 or 40-year debentures by municipalities. Another obstacle 
seems to be a lack of interest in debentures of such terms on the part of 
security buyers. We have argued that this lack of interest is not, for some 
buyers at least, wholly reasonable. It would be of some technical assistance 
in setting prices or making bids if there were a larger supply of 35 to 
40-year Government of Canada bonds in the market, but the one such 
issue attempted in recent years by the federal government was not an 
unqualified success. In the Budget in the spring of 1958, municipal author- 
ities were granted exemption from the federal sales tax on certain selected 
items. In the United States, interest earnings on the bonds of local author- 
ities are exempt from federal income tax. Such a scheme would tend to 
lower the yields on municipal securities but the extent of this advantage to 
the municipalities would be limited by the attendant reduction in the 
attractiveness of such securities to certain buyers, such as the life insurance 
companies who are now important holders of municipal bonds, because of 
the special status of these companies under the income tax law. The scheme 
discriminates sharply in favour of individual investors with very high 
incomes. 


Smaller municipalities do suffer certain disadvantages in raising funds 
in the capital market, and given the objectives of maintaining and improving 
the social services supplied by municipalities, the case for assistance from 
the senior levels of government is a strong one. It may be argued that the 
financial capabilities of the municipalities have not been fully exploited. 
For example, the rates charged for certain municipal services such as water 
service are ordinarily not high enough to render the provision of these 
services self-supporting and accordingly such rates might be raised. Simi- 
larly there are taxes, such as taxes on motor vehicles, that might be levied 
by municipalities to enhance their revenues. Moreover, inasmuch as muni- 
cipal tax receipts have declined as a percentage of personal income since 
the late thirties, there may be room in many if not all municipalities for 
further increases in real property taxes. On the other hand, if municipal 
taxes have declined as a percentage of personal income since the pre-war 
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period, the same cannot be said of the tax receipts of other levels of 
government or of all levels of government taken together. But recognition 
of these aspects of municipal finance suggests that the fundamental problem 
of municipal finance, viewed in the large, is the problem of 
matching the allocation of functions with the distribution of financial 
capabilities among the various levels of government so as best to provide 
for democratic administration of public affairs. We in Canada have to 
make new fundamental decisions on this high plane. After these decisions, 
such problems of issuing municipal debentures in the public capital market 
as may remain will appear in a new perspective. 


D. Further Aspects of Monetary Policy 


In Chapter 8, we discussed specific aspects of central bank influence 
over the activities of commercial banks. We wish here to reflect briefly on 
certain wider aspects of central bank policy. 


Looking back over the record of monetary policy in the post-war 
years, one wonders whether the authorities may not at times have been 
either too forward looking or too backward looking. In the world of 
economic affairs where cycles follow upon one another in succession, it 
is hard to be sure sometimes whether a policy that is not appropriate is 
the result of looking too far ahead or of looking back. It is possible to 
debate whether the timing of changes in monetary policy in the post-war 
period was always propitious. If we go back to the time of the reduction 
of Bank Rate in 1944, and think of the subsequent policy up to the with- 
drawal of the rigid support of government bond prices in early 1948, it 
seems as though the authorities, although aware of several complicating 
considerations, were seized of the idea that a post-war recession was 
inevitable and that monetary policy should seek to prevent it. We thus 
had an easy money policy in Canada without the slightest indication that 
recession was developing. To this it may be replied that the fact that no 
recession did set in is a tribute to the farsightedness of the Bank of Canada. 
The obvious rejoinder, however, is that we paid a very high price in terms 
of inflation of prices for the insurance against recession, if indeed monetary 
policy did provide such an insurance. Gradually, over the post-war years, 
with successive waves of inflation, the Bank of Canada became progres- 
sively more vigorous in its attacks on inflation, to the point where, after 
the first quarter of 1957 when recession threatened and then emerged, 
some began to feel that the Bank was anticipating the next wave of inflation 
when in fact it should have been exercising less restraint on the increase 
of the money supply. 


We examined the dating of these policy changes (up to the end of 
1956) in Chapter 4 and there is no need to review it here. As we empha- 
sized in Chapter 4 it is always much easier to look back on events and 
suggest what should have been done than it is to anticipate events and 
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Suggest appropriate policies. Moreover, economic stabilization is only 
one objective of monetary policy. We shall refer to the variety of monetary 
policy objectives below. 


If in thinking back over policy in the post-war years it appears as 
though policy was sometimes too forward-looking or too backward-looking, 
it also appears that at times policy moves, though in the right direction, 
were not pursued with sufficient intensity. There seems to have been some 
feeling that interest rates, within specified periods, should move only 
within rather closely circumscribed limits. In his 1956 Annual Report the 
Governor of the Bank of Canada wrote: 


“While there were periods of falling interest rates in 1956, the 
over-all rise during the year was, in the circumstances about as large 
and as rapid as could be digested without upsetting financial markets 
and investment practices upon which the successful financing of 
provincial, municipal and corporate capital expenditure depends, as 
well as housing finance.’ 


In his report for the next year the Governor stated: 


“Continuation of the total demand for capital even on the 1958 
level means that the requirements of the Canadian economy for 
capital, in real terms as well as in money terms, will continue to 
exceed by a considerable margin the over-all rate of saving in Canada. 
The difference must be obtained abroad if the present rate of capital 
investment is to be maintained. This is not a problem which can be 
solved by an excessively easy money policy or artificially low interest 
rates — on the contrary, such monetary developments would discou- 
rage the growth of domestic saving and choke off the flow of funds 
needed to pay for our import surplus. If an early readjustment, of 
the Canadian economy to a lower level of capital investment, i.e. to 
a lower rate of growth, is not desired, the continuation of a high 
rate of growth (higher than that in the outside world) requires a sound 
money policy and an interest rate structure which will encourage 
both a high level of domestic saving and a sufficient inflow of outside 
capital to make up whatever deficiency remains.’ 


This last quotation may be based on the unstated assumption that any 
unemployed resources in the economy will be quickly re-employed in 
spite of relatively high interest rates. Otherwise it must be interpreted as 
a most unusual argument to the effect that relatively high interest rates 
would of themselves help to increase the employment of resources. The two 
quotations taken together with the record of the Bank’s policy, suggest 
reluctance to countenance rapid and substantial movements of interest 
rates. We recounted in Chapter 4 the facts that in the first wave of inflation 


6 Bank of Canada, Annual Report, 1956, p. 25. 
7 Bank of Canada, Annual Report, 1957, p. 11. 
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massive support was given to the bond market especially in 1947 and to 
a lesser extent in 1948 by purchases of government bonds by government 
accounts and for purposes of retirement, that in latter 1950 and early 
1951 the rise in interest rates was mitigated by retirements of government 
debt and that in 1956 the government not only used its surplus but drew 
down its deposits to retire debt. It is often suggested, especially by ministers 
of finance, that a government surplus is necessarily a good thing. But the 
merits of a government surplus need to be argued in more detail than that! 
If a government surplus arising from an excess of tax receipts over current 
expenditures is used in periods of inflation to retire debt held by those who 
are prone to use the proceeds directly or indirectly to finance demands for 
new goods and services, the deflationary effects of the surplus are offset, in 
some degree at least and the pressure in the capital market is correspond- 
ingly diminished. Alternatively, if the government surplus is lodged in 
deposits in the chartered banks, and retiring government debt is replaced 
with new issues, the pressure on the demand for goods is diminished and 
the rise in interest rates is correspondingly greater. If it is felt that through 
the exercise of monetary policy in a period of inflation interest rates are 
already rising as rapidly and as far as can be “digested” there can be no 
substantive argument against retirement of government debt; on the other 
hand, if the judgment as to what the capital market can “digest”? underesti- 
mates the gastronomic capacities of the market, the use of the surplus 
(not to mention deposit balances) for retirement of debt misses an oppor- 
tunity to link debt management policy with monetary policy for the more 
effective control of inflation. This writer inclines to the view that the ca- 
pacity of the market to absorb increases in the rates of interest in a period 
of inflation is a very difficult matter to judge, involving guesses as to the 
expectations held in the capital market, but that, perhaps monetary and 
debt management policies might have been combined to exert rather more 
upward pressure on government bond yields at certain times during the 
post-war inflations in Canada. 


We may remark parenthetically in passing that in a growing economy 
an absolute reduction in the size of federal government debt is not 
necessarily to be desired. If the proportion of federal government debt to 
the total of outstanding debt were progressively to decline, rather drastic 
changes in institutional practices and arrangements for the exercise of mo- 
netary control would have to be made. After all the central bank deals al- 
most exclusively in federal government obligations. 


The Bank of Canada in pursuing monetary policy operates under se- 
veral restrictions. It has responsibility for making such contributions as 
it is able to achieving the broad objectives of controlling inflation and main- 
taining high levels of employment. But it has also to consider the impli- 


8 It is of course possible in principle for the monetary authorities to offset the effects of debt 
retirement or to use the government surplus for the purchase of bonds even more reluctantly 
and so induce a more rapid rise in interest rates if it so desires. 
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cations of its actions for exchange rates and to work within the limitations 
imposed by developments in the goods and capital markets abroad. The 
Bank has also responsibility for maintaining what are usually referred to 
as “orderly conditions” in the market for federal government bonds and for 
assisting in the distribution of these bonds. Moreover, in the conduct of 
its policies it has to work through the capital market which has imperfec- 
tions which impede its operations in certain important respects. 


If the Bank of Canada should follow a somewhat tighter monetary policy 
than is being followed in the United States so that interest rates in Canada 
are higher than those in the United States by more than they otherwise 
would be, funds will be attracted to the Canadian capital market or Cana- 
dian borrowers will be inclined to seek funds in the United States (New 
York) capital market, and the Canadian dollar will rise in value in terms 
of the United States dollar. Conversely if the rates of interest in Canada 
are maintained at levels below those in the U.S. or even below the diffe- 
rential investors tend to expect, the value of the Canadian dollar will tend 
to fall. The effects on the exchange rate of different degrees of monetary 
stringency in the two countries (to limit our discussion to the Canadian 
and American capital markets) are induced not only by transactions in 
financial assets but also by transactions in goods and services. To put the 
point quite generally, if, in periods of inflationary pressures, prices rise 
less rapidly in Canada than in the United States then there will be some 
tendency for Canadian exports to the United States to increase and for 
Canadian imports from the United States to decrease, and if the respon- 
siveness of exports and imports to changes in relative price levels are suf- 
ficiently great, the effect will be to enhance the rate of increase in the value 
of the Canadian dollar. If in periods of deflationary pressures, prices fall 
more rapidly in Canada than in the U.S. again, there may be some expan- 
sion of exports and contraction of imports, or a smaller contraction of ex- 
ports than of imports, and if the responsiveness of exports and imports to 
changes in relative prices are sufficiently great, the value of the Canadian 
dollar would receive some support from transactions in goods and services. 
The cases we have cited are merely illustrations of the international inter- 
connectedness of price levels, interest rates and exchange rates. This inter- 
connectedness must be constantly weighed by the monetary authorities in 
deciding upon the appropriate monetary policy. A free as opposed to a fixed 
exchange rate probably allows greater freedom to the monetary authorities 
in deciding upon domestic monetary policies. Operations of the Exchange 
Fund Account, designed to offset temporary disturbances in the exchange 
market, may present technical and temporary problems to the monetary 
authorities in their management of the domestic money supply. 


The central bank must assume certain responsibility for the marketing 
of federal government debt and in any event, the character and distri- 
bution among holders of outstanding debt in the market must be reckoned 
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with by the Bank of Canada in deciding its policies and the precise means 
of carrying them out. We do not propose to go into these highly technical 
matters here. We have already remarked on one aspect of the intimate re- 
lation between debt policy and monetary policy by reference to the reti- 
rement of debt out of the proceeds of a government surplus in times of 
inflation. If the government surplus is used to retire debt that is not held 
by the central bank itself, during periods of inflation, then monetary policy 
should accommodate itself to this debt policy, and recognize that there is less 
deflationary effect of the government surplus, than there otherwise would 
be. 


The direct effects of the issue of government securities directly to the cen- 
tral bank, or to the chartered banks, or to the general public on the money 
supply are different in all cases. The decisions as to whether to borrow from 
the banking system or the general public are then of material significance 
for monetary policy. Monetary policy in times of inflation for example 
could be frustrated by extensive direct government borrowing from the bank- 
ing system. Even the issue of securities to the public ordinarily requires 
that the monetary authorities see that enough cash is available in the bank- 
ing system to enable dealers to obtain necessary accommodation during the 
period when the securities are being floated. The precise amount of “dres- 
sing of the market” that is required will depend in part on the yield of the 
new securities in relation to existing and expected yields on outstanding 
government and other securities. If a government issue is priced to yield 
a rate considered too low by the market, the monetary authorities will have 
to supply cash to enable the securities to be absorbed by the banking sys- 
tem or held by the dealers pending ultimate distribution if the issue is not 
to fail. The issuing of government securities is less likely to interfere with 
general monetary policies in times of recession than in times of inflation. 


The structure of the government debt by maturities and by charac- 
teristics affecting marketability is also important for monetary policy. By 
and large it is desirable that the maturity distribution be more rather than 
less even. If a large proportion of the debt matures at any one time, that 
time may or may not be convenient for a large refunding operation, and 
one cannot be sure years in advance precisely when it will be convenient 
to refund debt. (This is of course the advantage to the authorities of op- 
tional call dates.) The Canadian government debt had developed a very 
low average maturity before the major refunding operation announced 
just as these paragraphs are being written (July 1958). If the structure of 
the debt by maturity is very uneven, there will not be as broad a distribu- 
tion of the debt in the market as otherwise and accordingly the technical 
conditions for successful working of the market in these securities will 
not be satisfied. For example if there is a shortage of long-term bonds in the 
market, trading will not likely be active or prices reliable indicators of the 
conditions of demand and supply. Similarly, too high a proportion of non- 
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CONCLUSION 


marketable government debt will inhibit the functioning of the market for 


the rest of the debt, and the operations of monetary authorities and others 
in that market. 


The responsibilities of the monetary authorities as debt managers are 
important responsibilities and conditions in the market for government 
debt may greatly facilitate, or seriously hinder the execution of monetary 
policy. 


The central bank in carrying out monetary policies is limited by the 
imperfections of the capital market. The traditional monetary policy, as 
we shall call it, of depending very largely upon open market operations as 
the vehicle for the execution of policy measures depends for its success 
upon a smoothly functioning capital market in which reactions to changes in 
prices are stabilizing rather than aggravating and in which the other tech- 
nical conditions for the effective working of the price system which we 
enumerated are satisfied in high degree. However, as we have seen, the ca- 
pital market is not a perfect mechanism and accordingly the need is felt 
from time to time to supplement the traditional method of open market 
operations with other measures. 


One of the most profound and perplexing obstacles to the conduct of 
monetary policy is the state of expectations in the capital market. Given 
actions by the authorities can for a time produce results diametrically op- 
posite to those intended if the expectations of the market have been mis- 
judged. These destabilizing results of expectations aggravate the conditions 
it is desired to correct and may greatly delay accomplishments of the ob- 
jectives sought. If for example, in a period of rising demand, some mone- 
tary restraint is induced by central bank, there may result an expectation of 
much greater restraint and a speculative increase in the demand for funds 
and for goods which may considerably aggravate an otherwise mildly infla- 
tionary situation. There is no need to elaborate this point with a multi- 
tude of examples. 


The success of traditional monetary policy depends upon the presence 
in the capital market of buyers and sellers of financial assets who are sen- 
sitive to changes in differential yields and who will shift their demands for 
assets from those whose yields have risen less to those whose yields have 
risen more, and who will shift their demands for funds from sources whose 
costs have risen more to those whose costs have risen less. Not only must 
there be this sensitivity to changing relative yields and costs, but there 
cannot be a high degree of compartmentalization of the market. Holders of 
assets must hold or be in principle willing to hold overlapping groups of 
assets; otherwise there can be no mechanism whereby increases in the prices 
of one obligation can spread to the prices of other obligations — either 
of the same debtor but of different maturity or of another debtor and of 
the same or different maturity. 


455 


456 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


In general, we found that there is a substantial degree of sensitivity to 
relative yields and costs in the market especially among the professional 
borrowers and lenders, but that even the professionals are often limited in 
the degree of sensitivity they can show by the legislation and tradition that 
governs their practice. This implies a degree of compartmentalization of the 
market. We also found that there has been a shift in the relative weights of 
various kinds of obligations outstanding serving to emphasize classes of 
debt issued by those who are inclined to be rather insensitive to the costs 
of borrowing. We noted that in the ordinary working of the capital market 
certain classes of borrowers are less well-favoured than governments feel 
is desirable. 


All of these limitations and considerations have been adduced by wri- 
ters in support of the case for controls over specific kinds of credit — “se- 
lective controls” as they are often called. They have also led the monetary 
authorities in Canada to make various suggestions not only to banks, but to 
finance companies, stock exchanges, department stores and others con- 
cerning the granting or using of specific types of credit. At specific junc- 
tures in the developing economic situation it is acceptable and desi- 
rable for the monetary authorities to make suggestions of this kind 
as temporary expedients, if there are no alternatives available to 
them in carrying out the responsibilities given them under the Bank of 
Canada Act. But the Bank of Canada Act does not give the monetary 
powers in this country the authority to interfere directly and permanently 
with the allocation of resources. Selective measures to influence the out- 
standing volume of credit of particular kinds inevitably interfere with the 
allocation of funds and resources that would have been made in the 
absence of these measures. Frequent resort, even through the method 
of suggestion and persuasion to the use of such measures should evoke 
a demand that the Bank of Canada Act be reviewed and the powers 
of the Bank be stated more explicitly. To grant permanent powers to the 
Bank of Canada or to any agency of Parliament or of the government to 
influence the allocation of resources directly and continuously would be 
to reduce drastically the priority given to the objective of having economic 
decisions taken in the market place. The alternatives to greater reliance 
upon selective controls, if we adhere to our economic stabilization objec- 
tives, are to improve the working of the capital market and hence of general 
monetary controls so far as that is possible and to place greater reliance 
upon fiscal regulators of the flows of funds. 


The task of the central banker is exceedingly difficult. He must exercise 
an uncommon degree of foresight, reconcile policy objectives that are 
frequently in conflict and work through an imperfect capital market in 
his efforts to control it. It is always possible to be critical of the monetary 
authorities, especially in retrospect. It is in constructive mood that the 
retrospective criticisms above have been offered. 


CONCLUSION 


E. The Scope of the Capital Market and Conflicts among Policy 
Objectives — A Final Word. 


Early in this volume, in Chapter 2, we cited several objectives of public 
policy in the light of which the performance of the capital market might 
be judged. We have concentrated attention on the objective of having 
decisions made in the market place and have considered the working of the 
system in relation to this objective in particular. It is perhaps appropriate 
at this point to observe that an increase in the degree of priority given to 
other objectives of economic policy may restrict the scope of the capital 
market — and indeed of markets for assets generally — financial and non- 
financial. 


Over the last 50 years, say, in many western countries we have given 
increasing powers to governments to claim a share of the national income 
for us and to influence the allocation of resources. Governments 
buy most of their resources in the market place of course. Some 
of the funds with which they buy them they also obtain in public capital 
market. But when, through the polling booth, people cede authority to 
governments to provide this service and that (including defence, welfare 
services, and the services of the various forms of social capital), to sub- 
sidize this activity and not that, the allocation of resources to these ends is 
not made essentially in the market place. While the costs of goods and 
services, and the cost of funds influence in some degree the precise char- 
acter and extent of the social services and social capital which govern- 
ments will decide to supply as they interpret their mandates, it cannot be 
said that. these market influences are predominant. 


The priority given the objective of promoting economic growth may also 
affect the scope accorded the capital market. If in the pursuit of the objec- 
tive of economic growth it is decided for example to adopt tax policies and 
indeed selective monetary measures which favour the accumulation of capital 
goods as opposed to the production of some or most consumer goods the 
authority of the market place over decisions as to what to produce is 
diminished. There is considerable evidence that in the post-war period we did 
in fact in some respects limit the authority of the market place in pursuit of 
high rates of economic growth. 


We have argued already in this chapter that the degree of priority given 
the objectives of maintaining employment and containing inflation also 
affects the scope accorded the capital market. We have problems of unem- 
ployment and inflation precisely because of the inability of the price system 
to guarantee full employment of resources without inflation. But beyond 
this, other limitations or imperfections in the capital market impede ef- 
forts to provide stability to the economy through traditional monetary poli- 
cies, and lead to the demands for more selective credit controls which in- 
terfere with the allocation of resources by the market. 
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In the post-war years many of our economic objectives have been 
served remarkably well. It is true that we have had substantial inflation of 
prices, particularly in the earlier years. But we fortunately had very little 
unemployment in the first 11 years, standards of living have risen, minimum 
standards of social welfare have risen, and we have provided for the 
defence of the nation. Indeed in practically all of its dimensions we have 
enjoyed a very high rate of economic growth. It is obvious that our finan- 
cial machinery for eliciting funds from residents and non-residents alike to 
finance vast increases in capital expenditures and expenditures by govern- 
ments and consumers cannot be grossly deficient, or we should never have 
recorded such stupendous achievements in these post-war years. This is 
the clear and overriding judgment that must be given. 


But there are deficiencies in the operation of the capital market. Some 
of these deficiencies can and should be removed in pursuit of the objective 
of allowing economic decisions to be made in the market place. The pursuit 
of other objectives may restrict the scope of the market. This may be wholly 
desirable — decisions in the market place may not provide for stability or 
for social capital, social services and defence, or for growth in productive 
capacity in the degree desired. But in pursuing these other objectives let us 
not unnecessarily restrict the scope of the market place — indeed, let us 
not unnecessarily sacrifice any objective in favour of others. 


The future will involve us in continuing reappraisal of the basic ob- 
jectives of our policies. We should take care that in this continuing re- 
appraisal, freedom is not sacrificed because of failure to recognize and to 
take the steps that are possible to protect it. 


PART VI 


THE NATIONAL TRANSACTIONS ACCOUNTS 
FOR CANADA 


THE NATIONAL TRANSACTIONS ACCOUNTS 
FOR CANADA, 1946-1954 


Prepared by: L. M. Read, S. J. Handfield-Jones and F. W. Emmerson 
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A. Introduction 


1. The Nature and Functions of the National Transactions Accounts. 


2. The System of Classification. 


3. A General Description of Sources and Methods. 


4. Selected Bibliography. 
B. The Summary Tables in Matrix Form. 


C. The Sectors and Categories in Detail. 
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PREFACE 


THE NATIONAL TRANSACTIONS Accounts for Canada presented in detail 
in this part are conceived as an extension of the National Income and 
Expenditure Accounts which have now become widely used in economic 
discourse and analysis. These latter accounts concentrate on the flows 
of currently produced real goods and services. They show, for each 
sector of the economy, the income received from productive activity 
and the expenditure made in purchasing the output deriving from that 
activity. They also show the amounts of certain “transfers” of income. 
Some sectors of the economy save, that is spend less than current income 
on newly produced goods and services; other sectors dissave. Income 
and purchasing power are transferred among savers, among dissavers 
and from savers to dissavers through transactions in financial assets, and 
also through transactions in existing real assets. These transactions are 
not detailed in the income and expenditure accounts, but are, insofar 
as data and time for research would allow, in the accounts presented below. 
The National Transactions Accounts thus bring together, within a consistent 
conceptual framework, data on the flows of real goods and services and on 
the flows of financial assets. 


A very considerable contribution to the development of income and 
expenditure accounts for Canada was made by the staff of the Rowell- 
Sirois Royal Commission on Dominion-Provincial Relations some 20 
years ago. Perhaps it is only a coincidence that developmental work on 
the extension of these accounts from the real to the financial groups of 
transactions should also have been done under the auspices of a royal 
commission. The work on the income and expenditure accounts was 
subsequently carried forward to its present excellent and useful state 
by permanent branches of the government. If the preliminary work on 
the extension of these accounts reported upon here is to be carried 
forward to a similar state, it will, in all likelihood, also have to be done 
largely by permanent research organizations within the government. 


It must be emphasized that the accounting of financial transactions 
given below is the result of pioneer and preliminary work, using for the 
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most part such basic statistics as were at hand. It has served to weld 
these existing financial statistics within a common conceptual framework 
and to relate them to our data on the flows of goods and services. In so 
integrating the financial data the work has set the weaknesses and gaps in 
our present financial statistics in some relief. This in itself is a worthwhile 
contribution. In the textual material presented in this part, attention is 
drawn to many of the shortcomings of the basic statistics that have been 
encountered in constructing the accounts. Our data on the financial 
transactions of consumers are particularly poor; financial statistics relating 
to non-financial business, incorporated and unincorporated, and to mun- 
icipalities leave much to be desired. 


If greater usefulness of statistics of income, production and financial 
transactions, in analyzing and forecasting economic developments is to 
be realized, it seems imperative that the preliminary work reported upon 
here be taken up by others, within the government and outside, and 
carried forward. It is now possible to state fairly precisely the next 
steps that need to be taken. Very briefly these next steps are the following. 
The annual accounts need to be brought up to date, and experience 
gained in their use in analyzing current developments. This step will 
suggest modifications and improvements in the concepts employed and 
it will further indicate and emphasize the needs for more complete and 
accurate data. The weaknesses in the data should be studied and plans 
laid for improving the quality and amount of the basic statistical informa- 
tion. Some weaknesses are more glaring than others; some gaps can be 
more easily filled in than others. A developmental program recognizing 
these differences and embracing a series of steps reconciling the urgency 
of requirements with the limitations of resources should be drawn up 
and initiated. It seems most likely that the techniques of random sampling 
and of contacting the transactors within a group who conduct a large 
proportion of the group’s volume of transactions, will play some role in 
such a developmental programme. It is of the utmost importance that in 
such a programme, attention be given to ways of obtaining and processing 
data quickly with the ultimate object of preparing the financial accounts 
with no greater lag than is involved in preparing the quarterly income and 
expenditure accounts. This is imperative if the maximum usefulness of the 
accounts in current analysis and forecasting as a basis for policy decisions 
is to be achieved. We are naturally enthusiastic, but with our limited 
experience and that in some other countries in mind, we have no hesitation 
in offering gratuitously the forecast that some variation of the framework, 
concepts and content of the National Transactions Accounts will become 
as widely used in economic debate and decision-making as the income 
and expenditure accounts are today. 


Some two or three years before taking up duties with the Royal 
Commission on Canada’s Economic Prospects, this writer, in planning 
research on the capital market, yearned for a method of knitting together 
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the statistics on flows of funds and flows of goods in a common frame- 
work. On the financial side there was much information available but the 
classifications, definitions and breakdowns, not to mention the gaps, made 
integration appear a formidable task. Stimulated by the work on money 
flows in the United States by Morris A. Copeland, an exploration of the 
magnitude of the task was begun, but it was soon realized that the under- 
taking was too large for one or two researchers working outside the govern- 
ment service with severely limited assistance. When the opportunity 
came to carry the work out for the purposes of this study of Financing 
of Economic Activity in Canada, it was seized. The Commission was 
most fortunate in engaging the services of the three whose names appear 
as the authors of this part of the study. They, Lawrence M. Read, now 
of Carleton University, Ottawa; S.J. Handfield-Jones, of the Research 
Department of the Bank of Canada; and F.W. Emmerson of the Research 
and Development Division of the Dominion Bureau of Statistics, constituted 
the committee which worked out the concepts and worked up the data. 
The credit is theirs. They were assisted by Professor H. Scott Gordon 
of Carleton University, who, in the summer of 1955, studied problems 
of constructing accounts for non-financial corporations, and by Professor 
J.V. Poapst, now of the University of Toronto, who helped in several 
ways and particularly with the mortgage accounts, and accounts for 
investment companies and corporations. Willing and helpful co-operation 
from the staffs of the Bank of Canada, the Dominion Bureau of Statistics and 
the Central Mortgage and Housing Corporation is most gratefully acknow- 
ledged. 


Wo. C. Hoop. 


465 


ie | ere ae 
| . a | ge. 
sf y =3 3s pena sl cs fae Aer 
| pees er baci. A Bh lees SUS e ve 
; igh 3 ithe “Gyn ele, te aortas dell ENIERRS OF 
H yh vets Sh ry Seegy ae eo weds rk 
I a “sit he uit at Pare ae 
/ i dt aa ; (hase So Ate wan if Be . 


Bis i , he eA Ks Hiab} a . 
| pc ac ae pea 


at; Sra - nude 
(tv |" 
\ i 7 ta is 
- 
oc) 
~ J P 
ve a, jy 
a4 vy ae 
~. ; . 
j i 
| red 
7 Y 
a’ Ry 
4 xi S¥¢ 
"Ti Bis 
7 
Pa at 
a _ 
/ 
r , 
> SP are . 


i : -- an <i | . E 

~- 
: oiit ee 2 | al a. 
Se Mbt 


fh 


sth ~— pe ca 
[a5 

A 

7 “we (w= 


= + 


| . 50 ie Seeger *« 


ve 


ie 


INTRODUCTION 


1. The Nature and Functions of the National Transactions Accounts 


In the pages that follow, a system of National Transactions Accounts 
for Canada is presented and described. The object of this system is to 
record within a standardized system of classification all economic transac- 
tions taking place in the national economy. It incorporates those transac- 
tions which are recorded in the national income and expenditure accounts 
officially published on a current annual and quarterly basis!, and presents 
in addition a record of financial transactions which are excluded there. 
It must be stated at once that this is a pioneering endeavour. Those who 
have been concerned with the preparation of this volume are impressed 
with the potential usefulness of such a wider framework of economic 
accounting, and hope that those parts of the National Transactions Ac- 
counts which are new can soon be prepared on the current quarterly basis 
and within the acceptable limits of accuracy which are essential for 
current analysis and policy making. But they would stress that the 
decisions which have been made on concepts, classifications and arrange- 
ments are only suggestions, requiring ratification or reversal in the forum 
of public discussion; and that many areas of unexplored country have 
been visited and mapped with all the inaccuracies, fanciful imagination 
and prejudice which can be found in the work of the early cartographers. 


These accounts are built upon the concept of an economic transaction, 
and the nature and characteristics of this will now be discussed. Suppose 
there are two persons A and B, each in possession of different things 
which may be called x and y. In the beginning, A owns x and B owns y; 
but then an exchange takes place and A ends up with y and B with x. 
The transaction may be described completely in the following schema. 


Since two persons and two things are involved, four accounts can 
be drawn up, one for A, one for B, one for x and one for y. Since an 
economic transaction must be defined as an exchange of equal values 


1 See Dominion Bureau of Statistics, National Accounts, Income and Expenditure, 1926-1956, 
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as established in the market place, all four of these accounts must balance; 
the gains must equal the losses both for A and for B, and also for x and y. 
This is no more nor less than the principle of double entry bookkeeping. 
But while two entries are necessary to record a transaction for any single 
individual of for any single thing, four entries are required to record a 
transaction completely for the economic system as a whole. The National 
Transactions Accounts are therefore a system of quadruple-entry book- 
keeping, and from this most important characteristic the accounts obtain 
their great logical power for the development, control and reconciliation 
of information. 


A’s Account B’s Account Total 


Taken in | Given in | Taken in | Given in | Taken in | Given in 
Exchange | Exchange | Exchange | Exchange | Exchange | Exchange 


DIN eX raster: =e 10 10 = 10 10 
GUM oo a ono be 10 — = 10 10 10 
Motalserncts 10 10 10 10 20 20 


The types of transactions occurring in the modern economy are 
diverse. Barter, or the exchange of one commodity for another, was once 
common but is now confined to odd corners of the economy. For barter 
transactions to be recorded, one of the commodities must be entering into 
transactions in other types of markets so that it may be priced or its value 
expressed in the units employed in the accounting system. More common 
are the exchanges of goods, productive services or financial claims for 
money. Here money, which is itself a financial claim in the modern 
economy, is fulfilling its role as a medium of exchange. Such monetary 
transactions, however, are not to be thought of as the only ones of 
importance, for a great number of transactions take the form of an exchange 
of goods, services and financial claims for other types of financial claims. 
Such financial claims are normally of the short term type known as 
receivables or payables, examples being trade credit and consumer charge 
accounts. They are sometimes described as substitutes for money, and one 
of the important roles of money itself is clearing the net balance of such 
credit which builds up over a period of time between a pair of habitual 
transactors. 


Quite frequently, several transactions take place simultaneously in 
a complex grouping. For example, a consumer may purchase a car, partly 
with cash and partly with his own instalment credit liability; such pay- 
ment may cover not only the price of the car itself but also the tax upon 
it, a tankful of gas and some future repair services. The components 
can always be disentangled conceptually however into separate one-for- 
one transactions. 


EEE ——E——— 


ee 


THE NATIONAL TRANSACTIONS ACCOUNTS 


Transfer payments, such as taxes, family allowances, subsidies and 
gifts are very special kinds of transactions. The payer parts with money 
or goods as the case may be, but common sense decrees that no equivalent 
quid pro quo is gained; by definition, the transaction is a unilateral one. 
To take care of this difficulty which otherwise threatens to wreck the 
principle of quadruple entry, the payer is deemed to receive a transfer 
acknowledgment of equal value. This is an artificial accounting convention, 
and the question of whether the payer receives goodwill or a glow of 
conscience upon which he really places value is irrelevant. 


Economic activity consists of a myriad of individual transactions 
and the task of social accounting is to organize them into a system of 
aggregates which are few enough in number to fall within the compass of 
human understanding but which are at the same time reasonably homo- 
geneous. The National Transactions Accounts are thus a system of classifi- 
cation, of the things being exchanged into categories and the transactors into 
sectors. Within the national income and expenditure accounts, four broad 
sectors are distinguished; persons, business, government, and non-residents. 
The boundary lines between them are also recognized in the National 
Transactions Accounts, but further subdivision is undertaken — of business 
into six sectors and of government into three, making a total of eleven 
sectors in all. Some of the business sectors are further divided into sub- 
sectors. Things being exchanged are classified into five categories of 
current goods, services and transfer acknowledgments, two categories of 
investment goods, nine categories of financial transactions and a group of 
other and unclassified items. Again, some further division into sub- 
categories occurs, particularly in the financial area. These classifications 
are more fully described in the following section, and precisely specified in 
the technical sections on sources and methods. 


Just as the individual’s accounts for a single transaction will balance, 
so the sector accounts for all its transactions will balance; thus the sector 
accounts are analogous to complete statements of the sources and uses 
of funds. Such information is already available for broad sectors of the 
economy. Perhaps the most advanced example is to be found in the 
Balance of Payments, which includes both the transactions in goods and 
services entering the national income and expenditure accounts and the 
financial transactions appearing in the ‘capital account’. The Direct 
Estimate of Personal Saving published in the Bank of Canada Statistical 
Summary attempts to provide a ‘capital account’ for the personal sector 
which can complement the personal income and expenditure statements 
and thus complete the ‘double-entry’ system. In addition, a great deal of 
information covering both non-financial and financial transactions is avail- 
able for government, banks, life insurance companies and other corporations. 
All these various accounts however differ widely in their classification of 
‘things’ and the task of the National Transactions Accounts is not so 
much the collection of comprehensive sector statements as their reclassifica- 
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tion into the standard set of categories. Once this has been done, it becomes 
feasible to compile accounts for each category which are comparable to the 
sector accounts and, like them, self-balancing. Here, too, there have been 
forerunners. Special reference should be made to the work done on mort- 
gage lending by C.M.H.C.; and other examples are the classification of 
chartered bank loans and the distribution of Government of Canada 
securities. It is possible and convenient, of course, to present the sector 
and category material separately, but it is also possible to bring the two 
dimensions together and thus construct for any period of time a matrix 
in which all transactions can find a place. Such summary matrix tables 
for each of the years 1946-1954 are presented herein, and while they 
are complicated in appearance, they are in principle nothing more than 
the schema shown above for a single transaction, extended to include 
all sectors, not merely A and B, and all categories of ‘things’, not merely 
x and y. 


Social or economic accounting is an ancient idea but one which has been 
successfully realized only in the recent past. The advances which have 
been made during the past 20 years, however, have possessed an im- 
portance and significance which it is very difficult to overestimate. The 
senior system comprises the national income and expenditure accounts 
which are oriented towards the measurement of the economy’s aggregate 
performance, expressed alternatively in terms of production, income or 
expenditure; their arrangement also reflects an interest in the relationship 
of aggregate supply and demand and the development of econometric 
and other techniques of short run forecasting. More recently, the input- 
output or inter-industry relations studies have unravelled the flows of 
goods and services between industrial groupings of plants or establishments 
in order to illuminate the technological articulation of the productive 
machine and to analyze the consequences of changes in final demand upon 
the relative size of the various industries, and their requirements of labour 
and capital. The National Transactions Accounts are not concerned with 
technological relationships nor with establishment classifications; they 
are rather an extension of the income and expenditure accounts in two 
directions. On the one hand, the sector classification is more detailed; 
this extension has been foreshadowed by the steady shift in emphasis 
which has been occurring for some time within the income-expenditure 
framework from the aggregates to the sector analysis. On the other hand, 
the National Transactions Accounts record financial transactions as well 
as the flows of real goods and services; they reveal not only the amount 
of each sector’s saving, its expenditure on investment goods and the excess 
of one over the other, but also the financial channels through which funds 
travel from those sectors which have a surplus and to those which have a 
deficit. It is in this area that new ground is broken. There was a period 
when interest in financial transactions, in the capital market, in monetary 
problems and the state of liquidity ran at a low ebb, but in recent years 
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this tide has once again been rising. The accounts presented here are one 
expression of this greater emphasis, and are oriented particularly towards 
the financial system and the relationship between non-financial and financial 
transactions. 


The three social accounting structures, income-expenditure, input- 
output and N.T.A. are not rivals however. When the Dominion Bureau 
of Statistics undertook the compilation of the inter-industry relations study 
of 1949, a clear decision was made to employ as far as possible the same 
conceptual foundation as the income-expenditure accounts, so that it could 
be viewed as an extension and elaboration of certain selected portions of 
them. When the National Transactions Accounts were being considered, 
the same fundamental decision was made. Such a decision expresses the 
belief that a single unified system of social accounts is both possible and 
desirable. This structure will have many dimensions and cross-classifica- 
tions, and the various alternative arrangements portraying different aspects 
of the edifice will differ in objective and orientation but not in concept. 
A fuller description of this unified system will be found in pages 117-122 of 
National Accounts, Income and Expenditure, 1926-1956. 


In the same source will be found a description of the concepts common 
to both systems, and so only a brief summary of some of the points is 
required here — more detailed comment being made where necessary in 
the technical descriptions of the sector and category accounts. Many 
of the special treatments involve the definition of the business sector’s 
activities. For example, unincorporated business and government enterprises 
are deemed to pay their owners all their net income earned in the current 
period; in other words, only private corporations are permitted to save 
anything in excess of depreciation and similar costs. A portion of these 
earnings is in fact reinvested in the business and appears as a specific 
type of financial transaction. All housing is treated as a business activity, 
the owner-occupier gua consumer renting his house from himself qua 
business man. 


The treatment of life insurance and banking also has special features: 
life insurance policyholders are supposed to receive all the interest, 
dividends and net rents earned by the companies’ assets, and to pay a fee 
to the companies for insurance and investment services provided, while 
banks are deemed to pay interest on deposits greater than they actually pay, 
and receive more service charges than they actually receive, these additional 
amounts being in effect offset or bartered in the real world. Other ‘imputed’ 
transactions include food and fuel produced and consumed on the farm, 
and shelter, food and clothing provided to employees as income in kind. 
Gold produced in Canada which is actually acquired by the Exchange 
Fund is included in exports of current goods and services (see notes on 
Category C1). Interest on consumer debt after deduction of administrative 
expenses, is treated as a transfer payment rather than as a payment for a 
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productive service. Finally, all purchases of goods by governments are 
treated as purchases on current account rather than capital account, even 
though the goods may take the form of buildings, roads, machines, 
vehicles or other types of durables which are treated as investment goods 
in the business sector. All of these conventions also hold in the National 
Transactions Accounts, except the last, which is reversed in order to place 
government expenditure on a basis comparable to business expenditure. 
For many analytical purposes, saving and investment totals which include 
government capital formation are more significant than totals which exclude 
them. 


While the decision to maintain consistency with the income and expendi- 
ture accounts has seemed not only expedient but also an expression of Can- 
adian statistical tradition, it does depart from the practice of those who first 
suggested this type of social accounts. Professor Morris Copeland was 
the pathbreaker in this field and all subsequent workers are in his debt. 
A Study of Moneyflows in the United States concerned itself however only 
with those transactions of which one side was money or its closest sub- 
stitutes, and thus with the work that money actually performs. This of 
course is not the same as the scope of economic activity, and a broader 
system of accrual rather than cash accounting was adopted by the Board 
of Governors of the Federal Reserve System when they extended Copeland’s 
work and published the volume Flow of Funds in the United States 1939- 
1953, and subsequent extensions and revisions. This most valuable study 
continues to exclude barter and most imputed transactions as occurring 
outside the normal markets. The most notable of the differences which 
result in the U.S. and Canadian versions is the treatment of owner-occupied 
housing, where the National Transactions Accounts are perhaps unreal and 
cumbersome; but the price is to be found in the extremely complex 
reconciliation statements set forth in the F.R.B. publication to convert 
the flow of funds accounts to the Department of Commerce’s national 
accounts basis and vice versa. Perhaps the departure of the National 
Transactions Accounts from the Flow of Funds is more important in 
principle than in practice. “It is interesting to note that Copeland now 
chides the F.R.B. with overdrawing the conceptual divergence between 
the money flows and the G.N.P. systems. ‘I have elsewhere overdrawn it 
myself’, he says. ‘Probably I have been a much more grievous sinner in 
this respect . . . but the conviction has been growing on me that con- 
ceptually the two can be made one.’ In a paper presented before the Con- 
ference on Research in Income and Wealth in October 1954 entitled The 
Feasibility of a Standard Comprehensive System of Social Accounts, Cope- 
land attempts to give practical form to this conviction expressed two years 
earlier. He proposes as an accounting principle ‘a kind of modernized 
Occam’s razor — dispense with any concept and any distinction the general 
analytical usefulness of which cannot be clearly shown’. The result for 
what he continues to call money flows accounts is, in effect, an accommoda- 
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tion to the accrual and other accounting conventions of present national 
income and expenditure accounts.’ 


What are the functions and uses of the National Transactions Accounts? 
What purposes can they serve to justify the effort of compiling them? The 
same questions can be put to other forms of the social accounting frame- 
work, and they have been answered very well in National Accounts, Income 
and Expenditure, 1926-1956. There it is stated that the National Accounts 
are useful to governments in the consideration of economic policy, to 
business in appraising the course of events, to teachers in explaining the 
structure of the economic system, and to statisticians in enforcing consistency 
and determining the priorities of statistical development. To such an extent 
has the national income approach become a part of the intellectual 
apparatus of these and other users that the value of these functions is 
beyond dispute. The National Transactions Accounts are still untested, 
so their value is more speculative and the first function they can perform 
is undoubtedly the statistical one. What data are available are hetero- 
geneous and difficult to assess, and some areas for which data are not 
available are of considerable importance; the systematic appraisal of 
sources, the provision of a standard classification of sectors and categories 
and the delineation of the gaps in the statistical fabric are duties which 
the National Transactions Accounts are already performing. As they 
evolve, they will become capable of serving more immediately useful 
purposes, which may be expected to cluster around the relationships 
between non-financial and financial transactions. How will the investment 
programmes of various groups of transactors be financed, and what 
will be their impact on the capital market? How do sectors vary in their 
dependence upon external as opposed to internal financing, long versus 
short-term borrowing, marketable as opposed to non-marketable instru- 
ments? How flexible are the financial intermediaries, and if they have to 
provide relatively larger flows of funds to one set of borrowers how will 
the others who receive relatively less be affected? Such questions as these 
will receive more complete and illuminating answers, not only when the 
basic information is more complete, but also when it is systematically 
organized to provide a consistent and a comprehensive view of the non- 
financial and financial interrelationships of the economy. 


2. The System of Classification 


The structure of accounts which follows includes a set of matrix tables 
each of which summarizes all transactions occurring during a given year, 
and a series of sector accounts and a series of category accounts which 
record for each, in time series form and in varying degrees of detail, the 
transactions which have taken place during the whole period 1946-54. The 
matrix provides an all embracing picture for one period of time and it 
can give a sense of perspective and of proportion and some guidance to 


2 The quotation is from L. M. Read, “Development of National Transactions. Accounts”, Canadian 
Journal of Economics and Political Science, February 1957. 
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the sector and category accounts; these accounts on the other hand are at 
once simpler and more detailed and provide a useful framework for intensive 
analysis. Extended notes on the coverage, sources, and methods of estima- 
tion accompany these sector and category statements. 


For the purposes of these accounts, 11 principal sectors are distinguished 
and some of these in turn are subdivided into subsectors in the detailed 
tables; in the matrix the 11 sectors form the vertical columns of the grid. 
The first three, Consumers, Unincorporated Business and Non-Financial 
Corporations, comprise the general non-financial public, and present the 
greatest statistical obstacles. The Consumer Sector contains not only 
individuals in their non-business roles but also non-profit institutions, 
private pension funds and various trustee or agency accounts; the transac- 
tions of this sector are derived largely as residuals of the various category 
accounts. Unincorporated Business, including all non-government and non- 
corporate housing activities, even when owner-occupied, is a sector for 
which is recorded not all the transactions of unincorporated business but 
only those which can be specifically identified as business transactions 
rather than consumer activities. In particular, the cash and other liquid 
assets of individuals are allocated exclusively to individuals in their 
consumer rather than their business roles. An apparent curiosity is the 
distribution of mortgage transactions between Sectors I and II; because 
housing transactions are considered to be business transactions, mortgage 
borrowing is attributed to Sector II, but to the extent that individuals are 
mortgage lenders, the debit entries are in Sector I. 


Sector III contains all corporations other than government enterprises 
and financial companies; some financial enterprises in fact remain here, such 
as investment dealers, real estate agents and holding companies. Sector 
IV brings in the Government Enterprises, subdivided into federal and 
provincial-municipal in the detailed tables. Three financial sectors follow: 
Banking, which includes the Bank of Canada, the Exchange Fund and the 
Chartered Banks in Canada;? Life Insurance; and Other Financial Institu- 
tions. This last is the sum of thirteen subsectors, each of which is given 
separate treatment in the detail of the sector accounts. Sectors VIII, IX and 
X are the three levels of government — Federal, Provincial and Municipal, 
and Sector XI is the Rest of the World. It will be seen that the sector 
analysis is taken further in these accounts than in the National Income 
and Expenditure Accounts now published, particularly in respect to the 
business sector which appears in these accounts as Sectors II-VII inclusive. 
However, the full detail cannot be developed in the current income and 
expenditure accounts, as may be seen in the matrix tables. 


The rows of the matrix are composed of the standard categories into 
which all transactions are classified for all sectors. These categories are 


The Banking Sector is one of the least satisfactory aggreeates, and the inclusion of the Exchange 
Fund is particularly disadvantageous from many points of view. For most analytical purposes, the 
subsector accounts for the Bank of Canada, the Exchange Fund and the Chartered Banks 
require separate examination. 
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grouped into four different sets of accounts which serve as major divisions 
of the matrix. The A Account or Current Transactions Account includes 
all transactions in current goods, services and transfer acknowledgments: 
Labour Service, the payment for which is wages, salaries and supplementary 
labour income; Capital Service, the payment for which is interest, dividends 
and net rents; Proprietors’ Service, the payment for which is the income 
from unincorporated business including farms; Transfer Acknowledgments 
of all kinds including taxes, except migrants’ funds appearing in Category 
C9; and Goods and Services n.e.i. (net) consisting wholly in these tabula- 
tions of net purchases or sales except in the case of Sector XI where both 
exports and imports are shown. The balancing item of this account is 
Gross Saving entered as a debit in the A Account. The Current Trans- 
actions Account is constructed in accordance with the overriding principle 
of harmony with the National Accounts as they are now published. A sub- 
sequent section demonstrates this in more detail by showing on the one 
hand how each of the matrix entries can be derived from the national 
income and expenditure accounts and how on the other hand the G.N.P. 
and its principal components can be drawn from the tables presented 
here. There is a difference in arrangement; but this version of the sector 
analysis is a useful variant in its own right. 


The B Account, or Investment Transactions Account opens with gross 
saving carried down from the A Account and now shown as a credit entry. 
Changes in inventories and in gross fixed capital formation are entered in 
the debit columns, and the Account is balanced by the debit entry ‘Saving 
minus Investment’, which will be carried in its turn to the Financial Transac- 
tions Account. These two carrying balances, gross saving and saving 
minus investment are not in themselves transactions categories but they 
have two special functions. On the one hand, they link the three accounts 
together and enable each of them to be balanced in isolation; on the other 
they have analytical value and interest which justify their inclusion. Gross 
Saving can be subdivided into capital consumption allowances and miscel- 
laneous valuation adjustments, other saving and the residual error of the 
National Accounts. The first of these represents principally the provision 
which business makes out of its earnings for the wear and tear and 
obsolescence of physical assets; while it is not a transaction between 
two parties but rather an internal bookkeeping arrangement, the significance 
attached to it is considerable and the case for recording it appears to be 
a strong one. ‘Other Saving’ includes personal saving, retained earnings 
of corporations, the adjustment on grain transactions and the current account 
deficit on transactions with non-residents; for the Government sectors, it 
includes both the surplus on the National Accounts basis and the amounts 
of government expenditure on inventories and fixed capital which are 
shown here as capital rather than current expenditures. The reason 
for including the Residual Error of the National Accounts here in Sector 
III is as follows. Total gross saving for all sectors in the National Transac- 
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tions Accounts is estimated by deducting expenditures from income, in order 
to make the A Account balance. The same procedure is followed in the 
national income and expenditure accounts, except in the case of the 
business sector where a direct estimate of corporate retained earnings is 
made with the help of Taxation Statistics prepared by the Department of 
National Revenue and direct survey of a large sample of corporations. The 
residual error, which is divided in half and included in both sides of the 
accounts, is the difference between this direct estimate of corporate retained 
earnings and the balance of the business sector’s receipts and disbursements. 
In the National Transactions Accounts, it is recorded separately, and other 
saving appears then as the direct estimate, which is of course much more 
likely to be accurate. From this one cannot infer of course that the 
National Accounts are only subject to error within the business account; to 
the extent that errors appear there, offsetting errors must appear in the 
accounts of other sectors where the same income and expenditure transac- 
tions are recorded from the reverse point of view. But since equally 
reliable direct estimates are not available for the gross savings of other 
sectors, such errors cannot be allocated. 


The investment transactions themselves include Change in Inventories, 
and New Fixed Capital Formation, divided between Residential and Non- 
Residential. In accordance with the national income and expenditure 
accounts, inventories are measured on the basis of the value of the physical 
change, an inventory valuation adjustment being made both to inventories 
and to earnings. Fixed capital formation includes the acquisition of new 
fixed assets by the Government Sectors. Purchases and sales of existing 
physical assets — those which have been produced in a previous period 
and included in that period’s new capital formation — should also be 
recorded in the B Account, but unfortunately it has proved impossible 
to make any sort of comprehensive measurement of this category of transac- 
tions, and therefore they have to remain implicitly or explicitly in the D 
Account. 


The last point to be noted before considering the C Account is this. 
While there is a general rule that the categories must be balancing in the 
sense that total debits and total credits in the category must be equal, 
B2 and B3 are exceptions to it. All entries in these categories are debits, 
and the corresponding credit entries are found in the category A5, Goods and 
Services n.e.i., which is out of balance by an equal and opposite amount. 
The rationale for this is that in fact the two parties involved in the purchase 
of a capital good look upon the transaction in different lights; for the 
buyer it is an acquisition of a capital asset, but for the seller it is a current 
sale, indistinguishable from any other sale in this regard. 


The B Account is balanced by the entry Saving minus Investment 
which is carried down into the Financial Transactions Account. For the 
economy as a whole, Saving minus Investment is zero, but for any sector 
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it may be positive or negative and as such is a measure of the resources 
which can be made available to other sectors or must be obtained from 
them. The Financial Transactions Account records the actual financial 
channels through which these net intersector exchanges are consummated. 
This section of the matrix will have particular interest, since it is the most 
novel. The categories, which are arranged in some approximate order of 
liquidity, are as follows: 


Cl: 


Cu 


Cx 


C4. 


CS. 


Currency and Deposits 


(a) Gold: Monetary gold held by the Exchange Fund and treated 
as a liability of the rest of the world. 

(b) Currency and Bank Deposits: Includes coin, bank notes and 
deposits (in both Canadian and foreign currencies) at the Bank 
of Canada, Chartered Banks in Canada, and banks outside 
Canada. 

(c) Other Institutional Deposits - These are the deposits and related 
non-marketable liabilities of other financial institutions, including 
the Quebec Savings Banks, Credit Unions, Post Office Savings 
Bank, Trust and Loan Companies. 


Charge Accounts and Instalment Credit 
(a) Consumer Charge Accounts - This category includes only the 
consumer portion of retail charge accounts. 


(b) Instalment Credit - This includes all the financing of durable 
goods, consumer and non-consumer, by retail dealers and 
instalment finance companies under conditional sales agreements. 


Loans 


Chartered Bank Loans and Other Loans are distinguished: among 
the larger components of other loans are loans to individuals by 
credit unions, small loan companies and licensed money lenders, 
and loans made by the Government of Canada to other governments. 


Claims on Associated Enterprises 


Recorded in these categories are transactions at less than arm’s length: 
(a) ‘Non-corporate’ records the increase in the equity of individuals 
in their unincorporated business operations. 


(b) ‘Corporate’ includes the transactions by which one company 
acquires or finances a subsidiary, regardless of whether such 
finance is labelled stock or bonds or loans. 


(c) ‘Government’ differs from ‘Corporate’ only in that the parties 
concerned are governments and government enterprises. 


Mortgages 


Loans secured by mortgages. 
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C6. Bonds 


Herein are included all notes, debentures and other such instruments 
regardless of term; Government Treasury Bills and short-term com- 
mercial paper are included as well as longer-term issues. Canada 
Savings Bonds and Refundable Tax are included in the Government 
of Canada debt. Four separate categories are distinguished, bonds 
issued or guaranteed by the Government of Canada, Provincial 
governments, Municipal governments and Others, which include other 
Canadian and all non-resident issues. 


C7. Stocks 


Common and preferred shares are included here, unless classified as 
claims on associated enterprises. On the debit side, it has proved 
impossible to distinguish between C6 (b), (c), (d) and C7 for Sectors 
I and III. 


C8. Insurance and Pensions 


This category is designed to include that part of individuals’ con- 
tractual saving which takes the form of equity in insurance and 
pension contracts. Unfortunately the coverage is poor, being virtually 
limited to savings through life insurance companies, fraternal benefit 
societies and government annuities. The most significant exclusion is 
the flow into trusteed pension funds; these funds are so poorly docu- 


mented in the available statistics that they have had to remain consoli- 


dated with the rest of the Consumer Sector rather than treated as 
financial intermediaries. 


C9. Foreign Inheritances and Migrants’ Funds 


A place is found here for these inflows and outflows which are not 
considered to be regular remittances out of current income. They 
are not treated as current transactions in the National Accounts, and 
are therefore included as capital transfers in the C Account. 


The end of the Financial Transactions Account is now reached, and 
the final section is simply referred to as ‘Other Transactions and Errors’. 
The entries here serve to bring each sector into balance. Furthermore, 
since each category in the A, B and C Accounts has been so designed that 
total debits equal total credits (with the proviso that categories are taken 
in pairs where necessary), this final row in the matrix must also be in 
balance. ‘Other Transactions and Errors’ is. then the unexplored margin 
of the accounts; one process. by which the accounts may be improved 
in the future is the crystallization of new. category accounts from this 
residue. Some progress has already been made in this direction, and within 
the sector accounts some additional transactions are’ specified. For some 
sectors, a reasonable estimate can be made of the transfers of existing real 
assets, although nothing like a complete account of these transactions can 
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yet be attempted. A group of balancing debit and credit items are shown 
under the heading of Special Deposit and Trust Accounts, but the group 
is relatively small and insignificant, and cannot pretend to cover the field. 
In addition, where receivables and payables have been recorded, such 
information is preserved in the sector accounts; and some identified transac- 
tions have been entered as unclassified. But there remains a pure residual 
which is always entered with an appropriate sign in the credit column as 
the balancing item for the sector. This is not only an error term, but also 
a container for all unidentified and unrecorded transactions, which in some 
sectors are very large. 


In important ways, the ideal form of the National Transactions Accounts 
has been compromised in this initial presentation by the limitations of 
the data available at the present time, and this is particularly true in the 
treatment of the residuals. It may well be asked why residuals or balancing 
entries appear in the columns of the matrix, but not in the rows, an 
apparent flaw in the symmetry of the system. A residual can only emerge, 
however, when independent estimates can be made for all components; 
within the sectors this condition is fulfilled, but within the categories it is 
not fulfilled, the estimates for Sectors I and II, and/or Sector LI being 
obtained residually from the category accounts rather than from any 
independent source. Should such an independent source of data on the 
transactions of individuals be developed in the future, then a residual 
column which might be called Sector XII will be necessary in order to 
balance the matrix. 


It will then be possible to treat the residual error of the National 
Accounts in a much more satisfactory way. In the present arrangement, 
it will be recalled, the residual error is included in the gross saving of 
Sector III, which thus appears as the difference between the current 
receipts and expenditures of that sector rather than as the direct measure- 
ment of depreciation and retained earnings. A more appropriate treatment 
would be to enter the latter estimate in Sector III, and the residual error 
in Sector XII. In order to produce these results for gross saving within 
a consistent A Account, it would be necessary to make the corresponding 
adjustments in both Sector III and Sector XII in one or more of the receipt 
and expenditure categories, the most appropriate one perhaps being 
‘Goods and Services n.e.i.’. 


The third major change in the form of the accounts would be a more 
precise segregation of non-financial and financial transactions. The practical 
difficulty here is the difficulty of constructing reasonably comprehensive 
category accounts for the transfers of existing assets and receivables and 
payables. Could this be overcome, the existing asset category and the 
sector residuals would be moved up into the B Account, the final balance 
of which might be called ‘financial saving’. This in turn would be 
transferred to the financial transactions account representing the excess 
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of financial debits over financial credits. Receivables and payables would 
move up to a new position as part of a broader C2 category, and the last 
item in the financial transactions account would be called unclassified 
financial transactions. The D Account would then disappear. The superiority 
of this arrangement would lie in its more complete separation of non- 
financial and financial transactions, and the position of the sector residuals 
on the meeting ground of the two would symbolize this, and permit financial 
saving to be presented explicitly. 


It will be observed that the illustrative terms ‘taken and given in 
exchange’ used earlier have been replaced by the more neutral and less 
ambiguous terms ‘debits’ and ‘credits’ as titles for the two sides of the sector 
accounts. Commonly the terms ‘uses’ and ‘sources’ of funds have been 
employed in this type of accounting system, but the more neutral terms 
debit and credit seem preferable. Accounts of this type do not conform 
strictly to the statements of uses and sources of funds employed in business 
accounting, and somewhat different conventions govern them. 


In the current transactions accounts, debit entries record the goods 
and services acquired by the sector and thus correspond to expenditures, 
while the credit entries record the goods and services made available to 
other sectors and thus correspond to receipts. For example, the credit 
entry for consumers in the labour service category represents the sale 
of labour service by consumers while the much smaller debit entry is 
the purchase of labour service directly by consumers. These amounts 
are normally called ‘wages, salaries and supplementary labour income’ 
but this terminology is unsuitable here because it focuses attention upon 
that other side of the transaction which is normally a money payment and 
as such will appear under the category ‘currency and deposits’ in the 
financial account. 


Gross saving always appears as a debit in the A Account and a credit 
in the B Account, and saving minus investment as a debit in the B Account 
and a credit in the C Account. All other B and C Account entries are 
made in accordance with the principle that changes in assets are debits 
and changes in liabilities are credits. Thus both gains and losses of an 
asset item are posted as debits and the entry may have a plus or a minus 
sign. For example, a corporation may raise money either by the issue 
of its own securities or by the sale of another corporation’s securities 
which it owns; in the first case, the cash debit would be matched by a 
credit in the bond or stock category, while in the second the contra entry 
would be a minus debit in the bond or stock category. Any distinction 
between sources and uses of funds which blurs the distinction between 
assets and liabilities would seem to obscure information of considerable 
significance; the two transactions distinguished above have a very different 
character. 


THE NATIONAL TRANSACTIONS ACCOUNTS 


Quite apart from this a priori consideration, a very practical reason 
supports this procedure. In many cases, all that is known is the amount 
by which an asset or liability item changes during the period, the gross 
flows of borrowing and repaying, issuing and retiring, buying and selling 
being unrecorded. On the other hand, assets are almost always distinguish- 
ed from liabilities in the source material and all this information can be 
recorded when this convention is adopted. Some difficulties must be 
admitted; liability reserves are sometimes deducted from the asset item 
to which they correspond, and a transactor sometimes records the purchase 
of its own bond liabilities as investments, increasing assets, and sometimes 
as retirements, decreasing liabilities; but the first of these is a problem 
for any classification, and the second introduces some variability which is 
probably significant in itself. 


If complete information were available, the present arrangement could 
easily accommodate gross flows rather than net, merely by allowing two 
lines for each of the categories affected, one for the plus and one for the 
minus component of each debit and credit entry. Such gross flows would 
be interesting for many purposes — such as the analysis of contractual 
saving, to cite one example — but the information now available is only 
partial and has not been incorporated in the accounts. 


While plus and minus items are netted against each other within the 
debits and within the credits, debits and credits are not in principle netted 
against each other. Some exceptions cannot be avoided, particularly in 
the current account category “Goods and Services, n.e.i.’, where only 
net debits or net credits are shown for all sectors except Sector XI. Because 
debits and credits are kept distinct as a general principle, the sectors are 
normally on a combined rather than consolidated basis. 


One comment might be added on the question of balance sheet 
material; if indeed much of the information has been derived from balance 
sheets, would it not be useful to compile a National Balance Sheet as 
well as National Transactions Accounts? Clearly this would be most useful 
and the two would complement each other in analysis. Due however to 
the problem of valuation and the difficulties of measuring the stock of 
physical capital, a National Balance Sheet is more difficult to construct 
than the National Transactions Accounts, not less, and time has not 
permitted any attempt at such a compilation even for a single moment of 
time. 


3. A General Description of Sources and Methods 


How are these accounts actually constructed? What steps are taken, 
what statistical procedures used in making these estimates? Detailed 
descriptions of sources and methods are to be found in the technical notes 
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which accompany the sector and category accounts; a broader answer to 
these questions at this point, however, may give a greater sense of reality 
to the system, and will serve to introduce some discussion of the quality 
of the estimates and of certain overriding technical questions such as the 
problem of valuation, and the timing of transactions. 


a) The Current Transactions Accounts 


Since this portion of the National Transactions Accounts is wholly 
based on the national income and expenditure accounts, it suffices to 
describe the way in which the figures were rearranged and refer to the 
description of sources and methods which may be found in National 
Accounts, Income and Expenditure, 1926-1956. 


The exact relationships between the national income and expenditure 
accounts and the National Transactions Accounts are specified in the 
following tables. The first shows the derivation of the Current Transactions 
Account from the Sector Analysis, the detailed composition of each item 
and the code references of the National Accounts being specified and the 
1954 estimates entered as illustrations. 


Two additional steps are required: the breakdown of the Government 
sector into Federal, Provincial and Municipal by means of the supple- 
mentary information provided in Tables 36-46 of the National Accounts 
publication, care being taken to include on both sides of the account the 
amount of inter-government transfers (amounting in total to $704 million 
in 1954) which are eliminated by consolidation in the Government sector 
table; and the inclusion of gross capital formation by government in capital 
rather than current expenditures. Figures of gross fixed capital formation 
are given in Tables 43 and 54 of National Accounts, Income and Expend- 
iture, 1926-1956, the changes in inventories are not published there and 
are estimated as described in the sector and category notes. The total is 
deducted from the debit side of A-5 ‘Net Goods and Services n.e.i.’ and 
added to Gross Saving. This deduction is not strictly correct, it should be 
noted, insofar as the new capital assets of Government are not acquired 
by purchase from the business sector but created by the Government’s 
own employees.® 


The remaining tables perform the reverse operation, and demonstrate 
how the summary G.N.P. and G.N.E. accounts may be derived from the 
National Transactions Accounts format. It will be seen that the complete 
G.N.E. table can be constructed from the material in the A and B Accounts, 
but further information is required for the calculation of the main com- 


4 For the years 1946-48, the breakdown by level of government was obtained from Private and 
Public Investment in Canada. 

5 This point is discussed in more detail in paragraph 166, page 132 of National Accounts, Income 
and Expenditure, 1926-1956. 
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ponents of the G.N.P. The following items are required and may be found 
in National Accounts, Income and Expenditure, 1926-1956. 


National Accounts 1954 Value 


Reference ($ millions) 
IROINCCUETAXES ott toe nie oe ee 15 3,033 
TLESSMSUDSICIES Nessie cre du eater teens bee at - 86 
2,947 
Inventory Valuation Adjustment .. 50 86 
Adjustment on grain transactions .. 49(c) 8 


In the National Transaction Accounts, Indirect Taxes less subsidies are 
included in A4, ‘Transfers including Taxes’ and the remaining items are 
included in A6, ‘Gross Saving’. 


b) The Investment and Financial Transactions Accounts 


(1) Since most of the source material is arranged by transactors 
rather than by categories of transactions, it is natural to make one’s ap- 
proach through the sector rather than the category accounts. The first 
step is therefore the collection of balance sheets for all possible sectors 
and subsectors, these being in diverse forms and terminologies. No such 
source material is available for Sector I and II, but for Sector III estimates 
may be drawn from Taxation Statistics. For the enterprises in Sector IV, 
balance sheets are published in Annual Reports and elsewhere. One turns 
to the Bank of Canada Statistical Summary for much of the information 
required for Sector V, and the Reports of the Superintendent of Insurance 
for Sector VI. Much diverse source material is necessary for the many 
subsectors of Sector VII, not all of which is published. For Sectors VIII 
and IX the Public Accounts are the prime sources, and for Sector X the 
D.B.S. Publications, Financial Statistics of Municipal Governments. Sector 
XI rests squarely on the Balance of Payments; see D.B.S., The Canadian 
Balance of International Payments and International Investment Position. 


(2) These various accounting statements are next recast into the form 
of the standard category classification and emerge as standard balance 
sheets. It is at this point that the National Transactions Accounts as such 
begin to emerge, and the process of classification is fundamental to the 
whole system. Inevitably borderline cases emerge requiring subjective 
judgment, but in most cases these are not likely to make any substantial 
difference to the results. 


(3) First differences are next calculated over the period for which the 
amounts are being computed in order to obtain the changes in assets and 
liabilities. 
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GROSS NATIONAL EXPENDITURE 


Sector Category 1954 Value 
7 ($ millions) 
Personal Expenditure on Consumer 
Goods and Services 
Direct lsabouriSehyice a eee eee eee I Al Dr. 433 
INGUPOOdSTandisenvices me neater rate en I AS 15,742 
— 16,175 
Government Expenditure on Goods and Services 
Directlaboun Servicese ner erie cis VIH-X Al 1,912 
Net Goods and Services n.e.i.: Current....} VIII-xX AS 1,610 
Addition toumventOnes weenie eee VII-X B2 —3 
News Bixedi@apital sn rrcwmrccsri termite: VIII-X B3 942 
—— 4,461 
Gross Domestic Investment 
Additions to Inventories (business only)....} © II-VII B2 —130 
New Fixed Capital (business only)........ II-VII B3 4,779 
——— 4,649 
Exports =m ports'.0.3 hecicc nee ciaeee eoe XI BI (b) —427 
(=minus rest of world saving) 

Residualierror (One-half) serra eee eee ae II-VII BI (c) 13 
GAINES ATeIMAR KET PRICES mar eerie 24,871 
NATIONAL INCOME AND 
GROSS NATIONAL PRODUCT 

Sector Category 1954 Value 
($ millions) 
Wages, Salaries and Supplementary 
labOurcinnc Ome; seer mvetsn tee erase oe eter eck 
: Total Al 12,799 
Military, Pay andvAllowancesem > -meeeiertr rt i 2 
Investment Income: 
Capital service payments by business...... I-VI A2 2,013 
Transfers and Taxes paid by Business...... II-VII A4 4,113 
Minus: Indirect Taxes less Subsidies....... a —2,947 
Retained Barningss..'or.iiseis avers +e cieipintetel-- oe I-Vil Bl (b) SyAl 
Interest and dividends received from abroad. XI A2 Dr. 147 
Less; Interest and dividends paid abroad... XI A2 Cr. —423 
TOTAL Investment Income «. 2.10. « c.5 «0 3,474 
Net Income of Unincorporated Business....... II-VI A3 2,665 
Plus; Adjustment on Grain Transactions....... a + 8 
——— 2,673 
Inventory Valuation Adjustment.............. a 86 
Net National Income at Factor Cost.......... a 19,032 
Imncdirectiaxesmess;S UDSIGIcS ah er eee terete ee 2,947 
Depreciation Allowances and Similar 
BUSINESS GOStS ecru eee einer erie H-VII BI (a) 2,905 
Residualierron (Oneal) meme ee eee toi: II-VII BI (c) —13 
GIN PAte MARGE ePRIGES =. ao emee rer 24,871 


a Not shown separately in the National Transactions Accounts. 
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(4) These changes are then adjusted where necessary for valuation 
and timing in order to obtain the transactions accounts. (See (8) and (9) 
below). These transactions accounts are derived separately for the sub- 
sectors and subsequently combined into the sector accounts. In the case 
of the Rest of the World, it may be noted, the transactions account 
emerges directly from the classification of the Balance of Payments state- 
ments which are in effect flow accounts. 


(5) From the subsector or sector transactions accounts, each item 
is posted to its corresponding category account. When this has been done, 
additional data relating to the category may be introduced from other 
statistical sources. For example, detail on depreciation and inventories 
was obtained from the National Accounts; on fixed capital investment 
from Private and Public Investment in Canada, published by the Depart- 
ment of Trade and Commerce; and on currency and bank deposits, from 
the Bank of Canada Statistical Summary. The charge account and instal- 
ment credit categories depend heavily on the Consumer Credit table in 
the Statistical Summary, and on D.B.S. Retail Consumer Credit and Sales 
Financing. The Quarterly Classification of Bank Loans in the Statistical 
Summary and detail given in the Public Accounts are most helpful in com- 
pleting the loan categories; and a great deal of help in connection with 
mortgages has been provided by members of the Economic Research 
Division of Central Mortgage and Housing Corporation. In the field of 
bonds and stocks, the tabulations of new issues and retirements published 
in the Statistical Summary have been used. 


(6) It came as no surprise to discover that the information obtained 
from the sector sources did not always agree well with such category 
information or with other sector data in those cases where overlapping 
did occur and independent estimates of the same body of transactions were 
available. A process of reconciliation became necessary. It is at this point 
that the N.T.A. approach can make a useful statistical contribution, and 
it is regretted that time was not available for even further work in this 
direction. In effect, a decision had to be made in favour of one or other 
of the sources, and in most cases the original sector estimate was changed. 
Such a change of course affected the sector balance, unless offset by an 
equal and opposite change elsewhere. The necessary contra entries were 
frequently made in the residual category, but in other cases, some other 
item such as saving or transactions in existing assets required modification. 


(7) This work within the category accounts comes to a climax in the 
calculation of the accounts for Sectors I and II, the consumption and 
business activities of persons, for which no independent source of inform- 
ation is available. As noted earlier, they are in a sense the residual sectors, 
and their transactions are estimated from the records of the other parties to 
them. In some categories, of course, persons are not involved at all, 
examples being Cl(a), C4(b) and C4(c). In others, the personal transactions 
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are clearly identifiable — as in the case of consumer charge accounts, 
insurance and pensions and inheritances and migrants’ funds. Where the 
transactions in a category are less specialized and more diffused, however, 
the methods of estimation are less satisfactory. One method, which is 
applied to currency and deposits, bonds and stocks and mortgages, deducts 
from the total credits in the category the observed debits in all other 
sectors and ascribes anything remaining to the Consumer Sector — thus 
including there all the errors of estimation in the other accounts. Even 
this cannot be used where the transactions of Sector III are not known; 
and so in the case of inventories and fixed capital formation, other 
institutional deposits and bank loans, some balance has to be distributed 
between Sectors I and II on the one hand and Sector II on the other by 
the application of fixed percentages, preferably within as fine an industrial 
classification as possible. This last technique is particularly unsatisfactory; 
in fixed capital formation the chances of error are limited by the impossi- 
bility of negative transactions, but in the financial field even this limitation 
is absent, and furthermore that very shift in proportion which is necessarily 
excluded from the measurement may be the most important event occurr- 
ing. Wherever possible, the use of fixed proportions has been avoided; in 
one instance where it could not be avoided, the bank loan category, some 
evidence suggests that the results are acceptable. 


(8) The Problem of Valuation 


The National Transactions Accounts purport to record transac- 
tions at the transactions price; when something is purchased, its relevant 
value is the purchase price, and when sold, its sale price. But much of the 
source material comes in the form of balance sheets from which the 
pure transaction can only be measured with difficulty. Changes in 
balance sheet items will reflect not only purchases at purchase price 
and sales at sale price, but also capital gains and losses and writeups 
and writedowns. For example, a security may be purchased for $90 
and the security account increased by that amount; so far, so good. 
But should it be sold for $95, the security account will only decrease 
by $90, and the remaining $5 will appear in the profit and loss or surplus 
account. In order to record the sale correctly, the capital gain has to 
be added to the change in the balance sheet; or, to put it more generally, 
net purchases equal the increase in the balance sheet plus writedowns 
and capital losses minus writeups and capital gains. 


The principle is simple enough, but in practice its application becomes 
complicated and involves the general problem of the treatment of reserves. 
In business accounting, the normal way to provide for the possibility 
of a loss of value is to establish a reserve, one of the main purposes of 
which is to smooth out the impact of loss on the flow of income; the 
reserve being in effect a reservoir drained by the actual incidence of 
loss and replenished by transfers from the operating or the profit and 
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loss account. If these reserves always appeared explicitly on the balance 
sheet, and the inflows and outflows were recorded, the treatment of 
them would not be difficult. They could be treated as part of the surplus, 
for transfers to them are classified as elements of gross saving. The 
change in the reserve will differ from such transfers however by the 
amount of the loss charged against it, and data on these losses will be 
used in calculating the transactions in the assets where the loss was 
incurred.® 


In other cases, however, the reserve is not shown explicitly but 
deducted from the asset it is designed to protect; the asset then appears 
net of reserve, and transfers to the reserve appear as writedowns. In 
these cases, it is desirable to reverse the deduction, and proceed as 
before, but the data are frequently quite inadequate. One of the most 
serious instances of this problem is encountered in the so-called ‘hidden 
reserves’ maintained by the chartered banks, and some other financial 
institutions. Sometimes the amount of the transfer is known, but not 
its distribution over various asset types; sometimes only the net increase 
in the reserve; and it is even possible that such reserves exist where 
they are not suspected. 


One special case is depreciation. Commonly, the amount of fixed 
capital is shown net, and sometimes the amount of the annual deprecia- 
tion charge is not known. The amount of this charge has been estimated 
in several instances on the basis of 5 percent of the capital, this being 
the amount allowed on structures by the tax regulations. The amount 
of depreciation is shown as a separate component of gross saving, and 
it would be possible to show separately transfers to other types of 
reserves, reducing ‘other saving’ closer to the increment in surplus, if 
such a separation is thought sufficiently useful and significant. 


Other special cases of valuation adjustments are premiums and 
discounts on security issues, being the difference between the par value 
commonly shown on the balance sheet and the issue price. For the 
purposes of these accounts, par has no significance, and so premiums 
less discount are added back to the par value of the issue. Discounts 
sometimes are bracketed with dealers’ commissions which should not be 
treated in this way. Such commissions, and indeed the fees of all those 
who assist in the transfers of assets, create very difficult problems, for 
they are a gap between the buyer’s purchase price and the seller’s sale 
price unless otherwise specified. 


Some of the very largest valuation adjustments have to be made 
because of changes in the foreign exchange value of the Canadian dollar. 
Conventionally, foreign currency assets and liabilities are converted into 
Canadian dollar equivalents at the current rate and this involves revalua- 


6 Except in those cases where the loss is treated as a transfer payment by the National Accounts. 


489 


490 


ROYAL COMMISSION ON CANADA’S ECONOMIC PROSPECTS 


tions of great magnitude.’ In the discussion of the Official Holdings 
of Gold and U.S. Dollars, this matter is dealt with in more detail. 
Another example is the inventory valuation adjustment, required to 
convert changes in book values to the value of the physical change. 


(9) The Problem of Timing or Float 

A second problem on which even less progress has been made 
is the problem of float. This pervasive phenomenon arises when the 
two parties to a transaction do not record it at the same moment of time. 
For example, where goods are shipped from seller to purchaser, the 
purchase may be recorded at the end of the journey and the sale 
at the beginning. While the goods are in transit, the combined inventories 
of both will be too low, and receivables less payables too high, by the 
amount of goods float. When the buyer sends his cheque in settlement, 
he reduces cash on his books, while the seller does not record an increase 
until the cheque reaches him, the offsetting imbalance being in trade 
credit; this is mail float. Finally, the bank will increase the seller’s 
balance as soon as the cheque is deposited, and this item will be in 
transit until the cheque is finally cleared back against the purchaser’s 
account. This is so called bank float; the total amount of items in transit 
within the chartered banking system was one billion dollars at the end 
of 1955, a fact which illustrates the magnitude of the timing problem. 
The problems presented by goods float primarily affect the current 
income and expenditure account, and no comments will be made upon 
them here, but mail and bank float affect financial transactions exclusively. 


If the lack of information imposed no limitations, it would be possible 
to measure the increase in the amount of bank cash which each sector 
records on its own books, being the value of cheques received and 
deposited less the value of cheques written and dispatched. It would 
also be possible to measure the increase in the bank cash recorded 
for each sector in the bank’s books, after deduction of that proportion of 
the items in transit which will eventually be debited against it. The 
two measures would differ by the amount of mail float, the sector’s own 
books showing a smaller increase by the rise in the amount of cheques 
written and dispatched but not yet deposited by the recipient. Perhaps 
the best theoretical solution is to date the transaction as occurring at 
the moment the recipient deposits the cheque. To implement this, the 
payer’s cash and payables have to be increased by the amount of the mail 
float; in other words, the bank’s records of each sector’s cash (adjusted 
for bank float) would be accepted and the sector’s cash and payables records 
adjusted accordingly. It is very difficult to visualize, however, in what 
way the necessary information could be obtained, particularly insofar 
as the calculation of mail float for each sector requires the allocation of 
bank float to each sector. An alternative solution to this problem 
accepts the fact that transactions are recorded at different times in the 


For example the foreign currency assets of the Exchange Fund were written down by over $160 
million in 1946, 
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real world and does not attempt to adjust the sectors’ own records of 
cash and payables; in other words the transaction is dated at the time 
the cheque is dispatched by the payer and at the time it is deposited by 
the payee. The necessary adjustments of both the cash and payables 
categories by the amount of total mail float may then be made either 
in an additional column in the matrix or within the banking sector 
itself. The main practical advantage of this solution is that it requires 
only an independent measure of each sector’s cash records and the 
calculation of mail float in total; not a sector distribution of bank and 
mail float. For some purposes it may also be advantageous to record 
each sector’s transactions as it views them itself. The disadvantages are 
the failure to record all aspects of a transaction consistently in time 
and the distortion of total debits and credits in the cash and payables 
categories. 


In fact, even this course cannot be followed, since independent 
estimates of personal holdings of cash are not available. What has been 
done is to record total bank deposit credits as the increase in gross 
deposits less bank float, and to estimate the consumer sector’s debits 
residually. These are likely therefore to be too high by the increase 
in mail float. Furthermore, receivables and payables are not completely 
segregated from other transactions and errors, and so the equal and 
opposite error is included there. 


Another aspect of this problem is the distinction between cash 
and accrual accounting. Some transactors more or less consistently 
record their transactions at the time cash changes hands, some at the time 
the obligation to pay is recognized. In general, business tends to practice 
full accrual accounting, while governments and persons tend to record 
the cash flows of their receipts and expenditures. A _ single unified 
accounting system should, however, be constructed consistently on one 
basis or the other, and of the two the accrual basis is much to be 
preferred. Much of the basic information comes from business records 
and is thus in the accrual form; when measuring the current output of 
goods and services, the accrual basis is more appropriate; and it is 
quite easy to convert an accrual account to a cash account if the 
latter should appear more appropriate for specific analytical purposes, 
while the conversion from a cash basis to an accrual basis is impossible 
without additional information on payables and receivables. Thus corporate 
tax receipts, for example, are converted from the cash basis in which 
they appear in the Public Accounts to the accrual basis used in business 
accounting. The personal sector account does retain some cash element, 
however, in such items as net farm income received. This is discussed 
more fully with reference to the Canadian Wheat Board in the descrip- 
tion of the Sector IV (a) account. 
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(10) Coverage 


Mention should also be made of one further technical point 
of a general nature. Where transactions are being estimated for a group 
of transactors by calculating the change in assets and liabilities, a problem 
can arise if the group is not composed of the same individuals throughout 
the period. If a transactor enters the group from some other sector, the 
change in assets and liabilities will be inflated by its balance sheet at the 
time of entry and an appropriate correction must be made. The most 
important instance of such movements of transactors across the sector 
boundaries requiring coverage adjustments is the new incorporation of 
previously unincorporated businesses. 


(11) On the Accuracy of the Estimates 


It is not possible to be very specific about the possible margins 
of error in the results, but it may be worthwhile recording the following 
general impressions of the reliability of those parts of the accounts 
which are not drawn directly from the National Income and Expenditure 
Accounts. 


The weakest sectors are of course Sectors I and II, and the estimates 
must be treated with the greatest caution except in those categories 
such as insurance and pensions where they are based on reliable statistics. 
In general, the results are only to be taken as indicating the orders of 
magnitude rather than as firm estimates within specifiable limits of error. 
Improvement in this area is the most important task awaiting those who 
will be concerned with the development of the National Transactions 
Accounts in the future, and one of the most useful methods of doing so 
will be the improvement of the estimate of the transactions of non-financial 
corporations, which must also be treated with considerable caution in 
their present form. The limitations on Taxation Statistics as a source for 
this type of purpose are discussed in the notes on Sector HI. 


What can be said about the quality of other sectors? Government 
enterprises and the financial institutions are well documented and so the 
estimates presented here are fairly reliable within the limits of their 
coverage, except insofar as valuation adjustments have not been correctly 
made. The Federal Government sector is good but not as good as 
might be expected, due principally to the difficulty of obtaining all the 
information required on a calendar year rather than a fiscal year basis 
and also to the lack of data on accruals. For the Provincial governments, 
practically no independent information is available except on a fiscal year 
basis and so the estimates are less reliable, while the Municipal govern- 
ment figures are, at the very best, impressionistic. The Rest of the World 
Account is by and large as good as the Balance of Payments from which 
it is drawn. 
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©:9 FOREIGN TAGERITANCES AXD 
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503 


NATIONAL TRANSACTIONS ACCOUNTS 
1953 
(Millions of Dollars) 


MUNICIPAL 
INSURANCE COVERIOENTS 


cra opre 3 ore 
0 ‘Recount 


A. CURRENT TRANSACTIONS ACCOUNT| cre 


‘Av TABOUR SERVICE 


‘A.2 CAPITAL SERVICE 


A.3 PROPRIETOR SERVICE 


AM TRANSFERS INCLUDING TAXES. 


‘As5 GOODS AND SERVICES, m.e.1. 
A6 cross SAVING 


B.1 GROSS SAVING 
(m) Capital conausptica ets. 


(b) Other Saving 
Reridual of Nat'l Accte 
2 CHANGE IN INVENTORIES 


Big) GROSS FIXED CAPITAL 
(=) Reoidention 


(») Noo-Feaidential 
SAVING MINS INVEST 


‘TOTAL (B ACCOUNT) 
C. FIRANCIAL TRANSACTIONS ACCT. 
SAVING MINUS INVESTOENT. 


(Ca 1) CURRENCY AND, DEPOSITS 
(5) core 


(&) currency & Bank Deposits 


(c) otter Inst. Deposite 


Ti@ CHARGE & INSTADONT CREDIT 
(a) Consuser Charge Accounts 


(p) Instainent Credit 
Cea ASS 
(2) Bank Leons 


(b) Other Loans 
Di CIADG ON ASSOO. ENTERPRISES 
(8) Noo-corporate 


{b) Corporate 


(c) covernsent 


15 MORTCAGES 


6 Eonms 
(8)/ Govt. of Canada Bonds 


(b) 2rovincial Bonds 
(e) Municipst Bonds 
(4) Other Bonde 

C.7 stocks 


©.8 INSURANCE AND PEGSIOSS 


©-9 FOREIGN INHERITANCE AND 
MIGRANTS! FinDs 


D. OTHER TRANSACTIONS AND ERRORS 


TOTAL (6 AND D ACCOUNTS) 


© Lass than $ 0,5 nillion, 
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NATIONAL TRANSACTIONS ACCOUNTS 
1954 
(Millions of Dollars) 


I ir Tr 1 ¥ vr vir vir x x 


SECTORS CONSUMERS | UNIRCORP!D [NON-FINANCIAL COVERMOET | BANKING LE omen | FEDERAL | PROVINCIAL | MUNICIPAL 
BUSDNESS | CORPORATIONS ENTERPRISES INSURANCE | FINACE | GovEROGxT | GOVERNMENTS | COVERNGNTS 


a a Ee 


hy CURRENT TRANSACTIONS ACCOUNT) 


jl IARUR SERVICE 333 


Av? CAPITAL SERVICE 504]/234|/797|| (265)|| 68] 164) 


)\.3 PROPRIETOR SERVICE 


[a RASTES DCUDING TAKES 648] 15398 | s9|ts082 


[kis co00s AND SERVICES, n.e.1. 


6 G=06S SAVING 


p27! Baga] Say 


mom (A ACCOUNT) 
3 DVESDG@MT TRANSACTIONS ACCT. 


Bil GROSS SAVING _ = 
(a)/Capital Conauaptica etc. aan 1,507 aun 9 3 


£09 


83 8 25 1 4B 186 46 166 


(>) otber Saving 
) Residual of Nat! Accts 
5.2 CHANGE IN INVENTORIES 256 ai] a 7 rt 


i) GROSS FIXED CAPITAL 
(r) Restdection 158 Gi 6 i 


886 1,582 639 2 12 14 279 300 352 


(p) noo-estdential 
Sy KENS ENVESDONT 5 


&. FINANCIAL TRANSACTIONS ACCT. 


09 628 68 


Sno KN IVES a 8 32 199 155 A 


Ee CURRENCY AND DEPOSITS: 
(e) cola e 


116 -2 =105 83. 


49 -25| 2|| 2 5 


(b) currency & Bank Deposits 


(s) Otter Inst. Deposits 6) c -1 305 GO 


[2 CHARGE & INSTALMENT) CREDIT 5 
(s) Consuser Charge Accounts 23) 10 18) 


2 35 


{b) Tostalzent Credit 22 
PaaS 
(a) eax Leaps 16 19 38 32 | 6 su 


(b) other Lense f 18 a) | 15 72) (a || -s2 38 || -3|-3||_ 6 


[IN CIADS oN ASSOC. ENTERPRISES | 
0) Non-corporate 


rporate 356|| 656 Gy 31 = ths 


4 i0 


{t) 


(c) Covernsent 1 =| jag 3 |! -67 136 =| 2 
0-5 MORTGAGES 536 wT Bi 166)) | 1 7 237) 166 . 6 
Fi sowne 

(8) Govt of Canada Bonde 


33 zo]3e8 | 356 =19e 4h =118 ||-573| +59 2 


(b) Provineiat Bonde 26|iea || -18 3 mH || gall Gl se 
7 46 16 7| 288 


(¢) Municipal Bonds g 
12 164 
(4) Other Bonde feo || -2}-10 | a 150 67_|a8 = = 
Eom ) = ots le 
E.9 TRSUPANCE AND PEXSIONS Al6 2 (327. a & 


F:9 FOREIGN INKERITANCES AND 
MOGPANTS! Fun 38 


z 


D) OTHER TRANSACTIONS AND ERRORS] 2} 715 


TAL (C Axp D AcooRTS) a Tee 


a1] L55 5 lao 27) |/-to 5, || =!) 59] 26) 26 


738 | at Tos lio | 648 aoa 201520) || 1478) Kall |less0 


* Less than $0.5 million. 
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THE SECTORS AND CATEGORIES IN DETAIL 
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Cb)iiexchance Fund *3;:, eee. cee ee 
FOMEnANCrCU Banks. 2. aetelot we 
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(a) Canadian Federal Companies ......... 
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(c) British and Foreign Companies ........ 


S VII OTHER FINANCIAL INSTITUTIONS ...... 
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S VIL OTHER FINANCIAL INSTITUTIONS Cont'd Notes TAsLes 


(i) Small Loan Companies and Licensed 
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(b) Corporate 
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SECTOR |. CONSUMERS 
SECTOR ||. UNINCORPORATED BUSINESS 


These two sectors are discussed together not only for reasons of con- 
venience but also because the division between them is not the usual clear 
boundary line between two separate groups of transactors but rather a 
distinction between different types of functions exercised by the same group 
of transactors. The two sectors together contain resident persons in both 
their consumer and business roles and the various associations of persons 
formed for non-profit purposes, as opposed to business corporations, the 
principal financial enterprises, governments and non-resident transactors, 
which make up the remaining sectors. These are both in concept and in 
measurement the residual sectors, the transactors remaining after others 
have been identified and enumerated. Thus self-administered or trusteed 
pension funds are included here because the lack of data has made it 
impossible to show them separately as financial intermediaries. Similarly 
other forms of private trust funds might conceptually be segregated but 
in fact are not and are included here. 


Some of these transactors however appear in the national account- 
ing system in two roles; on the one hand, they buy as consumers and 
receive income as owners of the factors of production; on the other, 
they engage in business as proprietors of farms and other unincorporated 
enterprises. The National Income and Expenditure Accounts distinguish 
of course between the two types of transactions in the non-financial area. 
Unincorporated business is included in the business sector, with the proviso 
that all net earnings accrue to the owners in the current year. The personal 
income and expenditure account, on the other hand, is concerned not with 
business transactions, but with receipts of factor incomes and transfers and 
with consumer purchases and tax payments. Since the National Transac- 
tions Accounts are designed explicitly as an extension of the income and 
expenditure accounts and maintain the boundaries between the sectors 
distinguished there, the financial transactions of individuals in their con- 
sumer and business roles must also be distinguished although this is much 
more difficult. What has been done is to allocate to unincorporated business 
those transactions which may clearly be identified as business transactions 
and include all others in the Consumer Sector. Those which fall in the first 
class include all capital formation and depreciation on business capital; 
the extension of charge and instalment credit by unincorporated retailers, 
and instalment borrowing on commercial and industrial goods; and bank 
borrowing by unincorporated business firms. It is particularly important 
to note that housing is a business activity in the national accounts definition; 
thus new residential construction is undertaken by business, and mortgage 
borrowing is entered in Sector II rather than Sector I, although to the extent 
that persons lend on mortgage security, either in connection with the sale 
of their property or for investment purposes, such debits are included in 
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the Consumer Sector. No way has been found however of identifying any 
of the transactions in cash or other liquid assets as business transactions, 
and changes in persons’ holdings of cash deposits and securities are recorded 
in the Consumer Sector exclusively. In many cases, the proprietors of 
unincorporated businesses undoubtedly do segregate such liquid assets 
between their personal and business accounts, but no such information is 
recorded on the aggregate level and perhaps its economic significance would 
not be great. In the last resort, one must recognize that a functional 
distinction of this type is not as concrete and meaningful as the enterprise 
or transactor distinction which underlies the rest of the National Transac- 
tions Accounts classification. 


If the two types of functions of individuals are to be distinguished in 
this way, some bridge must be constructed to join them, and this is found 
in the category C4(a), Claims on Associated Enterprises, Non-Corporate. 
Recorded here is the increase in individuals’ equity in their business opera- 
tions, and it is calculated as the residual credit of Sector II. Its amount 
therefore depends on the selection of business transactions, and should 
not be interpreted as having independent significance. 


Perhaps the use of the term ‘Consumer’ to characterize the non-business 
transactions of individuals is misleading: perhaps Sector I should have 
been called the personal sector, as indeed it is in the national income and 
expenditure accounts. The term ‘Consumer’ has been chosen, however, 
in order to emphasize the exclusion of business transactions and to avoid 
possible confusion between the Accounts for Sector I and the Direct 
Estimate of Personal Saving published in the Bank of Canada Statistica} 
Summary. This is a calculation of the investment and financial transac- 
tions of individuals in both their business and non-business roles—and thus 
comparable in coverage to a consolidation of the Sector I and Sector II 
accounts. The Direct Estimate of Personal Saving was one of the most 
important forerunners of the National Transactions Accounts, and the 
methods which were developed in connection with it have been widely 
used in these estimates. 


The transactions of individuals could not be measured from any 
independent comprehensive source during the period for which the accounts 
were prepared. In 1956, the Dominion Bureau of Statistics surveyed for 
the first time the assets and liabilities of a sample of non-farm households,” 
and it may be that the development of this technique will lead in time to 
reliable estimates of the aggregate transactions: of individuals. Until then, 
however, it will be necessary to build up the Sector I and II accounts, 
category by category, from the information available from other sources. 
In some cases, the Consumer Sector’s transactions can be readily identified in 
the accounts of the other party to the transactions, as in the case of consumer 


1 See also D. J. R. Humphreys, Personal Saving in Canada. 
2 Dominion Bureau of Statistics. Reference Paper No. 80. Incomes, Liquid Assets, and Indebtedness 
of Non-farm Families in Canada, 1955. 
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charge accounts and policyholders’ saving. In others, however, they are 
calculated as the residual within the category, being the difference between 
total credits and the observed debits for all other sectors in such categories 
as cash, bonds and stocks. Even this technique depends upon the ability 
to measure independently the transactions of Non-Financial Corporations, 
and in certain cases this cannot be done; then it is necessary to split some 
total between Sectors I or II on the one hand and Sector III on the other 
by the application of fixed percentages. In many cases, the percentages 
derived for the preparation of the Direct Estimate of Personal Saving 
were used. Some of them are quite arbitrary, although an effort has been 
made to establish their reasonableness in the eyes of those who are familiar 
with the various fields. Others have been derived from Census data on 
Wholesale and Retail Sales by corporate and non-corporate dealers and 
from such sources as Taxation Statistics, and D.B.S. Types of Ownership 
of Manufacturing Industries in Canada, 1951, from which ratios of the 
gross value of production in corporate and non-corporate enterprises may 
be derived. In all cases however, the use of fixed percentages eliminates the 
possibility of recording relative shifts in activity between sectors which may 
well be the most important phenomena to record. 


The estimates for the Consumer and Unincorporated Business Sectors 
are thus the weakest of any in the National Transactions Accounts, and must 
be interpreted with great caution, as indicating no more perhaps than the 
general orders of magnitude. 


Detailed comments on each category follow. 


SECTOR I — DEBITS 


C1(b). Currency and Bank Deposits: 
The amount by which the estimated debits of other sectors fall short 
of total credits in this category is entered in Sector I; it may be broken 
down into Personal Saving Deposits, Currency — equal to 95 percent 
of General Public Holdings — and other bank deposits. 


Cl(c). Other Institutional Deposits: 


Included are the changes in all deposits of the Quebec Savings Banks, 
Credit Unions and the Post Office Savings Bank, 75 percent of 
deposits at Newfoundland Savings Bank, 90 percent of Ontario Savings 
Office Deposits, all the savings certificates of Investors Syndicate and 
70 percent of deposits and related liabilities of Trust and Other 
Mortgage Loan Companies; these percentages apply to total deposits 
less any identified as belonging to Sectors IV-XI. 


C4(a). Claims on Associated Enterprises - Non-Corporate: 
This is equal to the credit item in Sector II. 

C5. Mortgages: 
This estimate was supplied by C.M.H.C. 
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C6 (a)-(d) and C7. Bonds and Stocks: 
The balance of all other sectors’ debits over total credits in these 
categories is assigned to the Consumer Sector. Within each of the 
sub-categories, an estimate has been made separately for the combined 
debits of Sectors I and III, but the division between them has been 
made only for Government of Canada bonds and all other bonds 
and stocks. 


C8. Insurance and Pensions: 
Total debits within this category clearly belong here; they consist 
principally of policyholders’ saving through life insurance companies 
and fraternal benefit societies, and saving in the form of Federal 
Government Annuities. 


C9. Foreign Inheritances and Migrants’ Funds: 


These net flows of a non-current nature to non-residents are taken 
from the Balance of Payments. 


D(b) Special Deposit and Trust Accounts: 
A number of small items are included here; they are described in the 
notes on this category. 


SECTOR I — CREDITS 


B1I(b). Other Saving: 
The National Accounts estimate of personal saving is used. 


C2(a). Consumer Charge Accounts: 
By definition, all the items in this category are the liabilities of Sector I. 


C2(b). Instalment Credit: 
All instalment credit extended for the purchase of consumer goods is 
included here. 


C3(a). Bank Loans: 
These credits equal the sum of Personal Loans and loans to Religious, 
Education, Health and Welfare institutions. 


3(b). Other Loans: 
The largest items are loans by credit unions, small loan companies and 
licensed money lenders, life insurance companies and Fraternal Benefit 
Societies to their policyholders, and loans by the Federal government 
under the Veterans Land Act and various relief and settlement pro- 
grammes. The basis for the estimates are of course the accounts of the 
lenders. 


C9. Foreign Inheritances and Migrants’ Funds: 
Like the similar item on the debit side, these transactions are recorded 
from the Balance of Payments. 
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D(e). Residual: 
This balances the Consumer Sector Account. Due to the nature of the 
category C4(a), this balancing item includes all errors and omissions 
in both the Consumer and Unincorporated Business Sectors. 


SECTOR II — DEBITS 


B2. Change in Inventories: 
The following percentages of inventory change by industry as published 
in National Accounts, Income and Expenditure, 1926-1956, Table 26, 
are attributed to Sector II: 


Agriculture . 2.02 ao. cette riers 100 percent 
Wholesale Trade. < °c oho iru setter ee 17 a 
Retail Trade o2..000 . Syoepeu sae eee aye) a 
Manufacturing . .....0% 0 ec eee 5 4 


B3(a). Gross Fixed Capital Formation — Residential: 
95 percent of total residential construction as reported in the National 
Accounts, Table 2, after exclusion of Sector VII debits, is allocated 
to Sector II. 


B3(b). Gross Fixed Capital Formation — Non-Residential: 


The following percentages of capital expenditures, as recorded in 
Private and Public Investment in Canada, are included here. 


Apriculture 2... .. ).5 )-1te eee 99° “percent 
Construction... 24.5 4.1. eee 50 a 
Non-Profit Institutions). fap ee 100 fs 
Commercial Services: 
Laundries: . .43.... 3. eee 45 : 
Theatres... s+ <a:ece = oer 37 ~ 
Hotels: sans 4.2 ee 45 < 
Other «sais day oe eee 100 fs 
Manufacturing: 
Foods: 2.02% 4.05 See 14.2 i 
Leather. 2.0: 4) 4... 10.4 < 
Lextiles 0's... 3c scan eee 3.5 “ 
Clothing’: 5 2h.......0s are 18.5 iS 
Wood: sii. ke eee 225 
Printing: oAys..\4: s\..05 ane ee 10.2 a 
Iron and.Steel .... .. {eee 2.4 s 
Transportation equipment ..... a) 3 
Non-Ferrous Metals .......... 9 . 
Non-Metallic Minerals ........ by | < 
Chemicals’ +1: .2.8 eee 2 7 
Miscellaneous :... .. 200g ouee 10.4 b 
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Trade: 
Wholesale arecrre its Cue viey Oe 16° ~ percent 
Independent; Retail .s.%-... 100 _ 
Automobile: Dealers. 1... .. . 33 a 


C3. Consumer Charge Accounts and Instalment Credit: 
50 percent of such assets on the books of retailers other than depart-- 
ment stores are assigned to Sector II. 


SECTOR II — CREDITS 


Bl(a). Capital Consumption Allowances etc.: 
The estimate for unincorporated businesses is taken from Table 51 of 
National Accounts, Income and Expenditure, 1926-1956. 


C2(b). Instalment Credit: 
All instalment credit extended for the purchase of commercial and 
industrial goods is included here. 


C3(a). Bank Loans: 
Certain percentages of loans extended to various business borrowers 
are assumed to be the liabilities of unincorporated businesses: 


BACICES Baas hemi ateth ck rc kon 100 percent 
Chemical and Rubber Products ..... 1 ze 
Food, Beverages and Tobacco ...... 14 if 
BG@rests PLOCUC Sia ies nee das a er ee 10 ‘e 
ALU UES LAD aCoy Pe Scrape id ee een Ae 10 es 
Jronand’ Steel “Products... . 2s... 2 bs 
Textiles, Leather and Clothing ...... 10 - 
Other Industrial Products ......... 10 = 
VIC CEHANCISE Sunt esc ccc mued Chee 50 \ 
Construction Contractors .......... 50 se 
OPMEINB USINCSS$ tees oa. o's Vic owl ae 50 . 


C3(b). Other Loans: 
Certain loans from credit unions, and provincial and municipal 
governments and lending institutions are included here. An appreciable 
proportion of these loans is made to farmers. 


C4(a). Investment in Associated Enterprise — Non-Corporate: 
This is the balancing item in the Sector account, and appears as a 
debit in Sector I. 


C5. Mortgages: 
The balance of mortgage credits unallocated to other sectors is included 
here. 
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SECTOR Ill — NON-FINANCIAL CORPORATIONS 


Included in this sector are private non-financial corporations, incorporat- 
ed co-operatives, and the following financial enterprises: holding com- 
panies, real estate operators and agents, stock, bond and commodity dealers, 
and insurance agents. Also included are the unincorporated branches of 
foreign corporations and the Canadian operations of foreign owned corp- 
orations. Excluded are financial corporations which appear in Sectors V, 
VI and VII; government business enterprises; non-profit corporations which 
are included in Sector Il; and Canadian owned corporations abroad. 


The principal source of information on the financial position of corp- 
orations is the Department of National Revenue publication Taxation 
Statistics which provides condensed balance sheets and selected revenue 
and expenditure items by industrial groups. The nature of this information 
is not perfectly suited to the needs of the National Transactions Accounts, 
however. The categories used in Taxation Statistics are insufficiently detailed 
to permit accurate classification into the N.T.A. categories; the figures are 
on a ‘taxation year basis’, which means that the statements of all companies 
filing returns for fiscal years ending between January 1 and December 31 
of a calendar year are classified to that year; no information is available 
on valuation adjustments, and it is difficult to remove from balance sheet 
changes the effect of the inclusion of newly incorporated proprietorships 
and partnerships. The procedure actually adopted in the light of the 
difficulties was to make the best possible use of Taxation Statistics in 
constructing a preliminary account for this sector and then modify the 
results from the information contained in the category accounts. A detailed 
description of these two steps in the procedure follows. 


The balance sheet for all fully tabulated companies in the 1954 taxation 
year was as follows: 


1954 TAXATION YEAR 


($000) 
ASSETS LIABILITIES 

GASH Rit at et aercpoiaces eee ey: 1,807,616 Bank Loanss- se eee 2,,206,960 
Government Securities....... 1,043,998 Payables... 2.2 shoe eee ee 3,900,451 
Other, Securities «©. Pitney: 3,013,155 TaxsMiabitlities sane soe 854,401 
Rieceivablesi.c% Sars ios (osoeteaics 5,190,249 Other Miabilitiesaee se ee 4,308,171 
INVElitomes* sos ee Ate ee 6,208,107 FundediDebtan eee 5,785,111 
LATiG ote hela mova sere Bile oboe 2,315,559 EjabilityResenvcssn eee 140,522 
Buildings and Equipment..... 18,741,298 Depreciation Reserves....... 8,339,511 
Investment in Affiliated Capital'Stockoaseee ee eee 9,976,899 
COmpanies Seah eee ee 5,282,319 Surplus’ 2.5. Saleen eee 10,270,057 
Other Assets se ita eee 1,499,903 Less: Deficit 4 en eee —679,879 
Total....0%ee9 aes 45,102,204 Total. ..4... 2 ae eee 45,102,204 


This table illustrates the magnitude of the items involved, as presented 
on page 129 of Taxation Statistics, 1956, and lists the actual categories 
used there; somewhat less detail was presented in earlier years. These 
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totals exclude banks, insurance companies, co-operatives, Crown corpor- 
ations, exempt mines and incomplete returns. They include other financial 
companies, such as trust and mortgage companies, investment companies 
and loan companies. 


In order to illustrate the adjustments made in order to bring Taxation 
Statistics closer to the N.T.A. conceptual base, the item ‘cash’ is taken as 
an example, although the same calculations were made for all the items on 
the balance sheet. In 1946 and 1947, there was some variation in the 
method due to the lack of detail on loss companies in the financial section of 
Taxation Statistics but the approach was the same. The illustrations refer 
to the taxation year 1953, and the references are to Taxation Statistics, 1955 
(abbreviated as T.S. 1955). 


1. Removal of Financial Companies 
Taxation Statistics figures for fully tabulated companies already 
exclude banks and insurance companies. Other financial companies were 
excluded as follows: 
1953 
($000) 
Cash — Profit companies (T.S. 1955, DABS) Fey 1,364,688 
Less: Trust and Mortgage cos. (T.S. LOSS Prizi yy 355085 
Loan cos. and other finance (T.S. 1955, 


Dero S) ees a a aoe ee eee en oe Sena — 38,337 
Investment Trust and Holding Companies 
GIHS ni 19Sa3opel 2 7)ee sews come net yl — 47,885 
Non-resident Owned Corporations (T.S. 
POSS Ap AAD T)y HABLA Se eiing eee Logs, — 15,749 
£224,632 
Cash — Loss companies (T.S. 1955, p. 133) ........... 197,210 
Less: Trust and Mortgage cos. (T.S. 1955, paiZs) — 88 
Loan cos. and other finance (T.S. 1955, 
Dal COMME ceca ee micccac, Tole ane Caras — 537 
Investment Trust and Holding Companies 
Gisele Oss LO) ween ae eee, — 12,815 
Non-resident Owned Corporations (T.S. 
ROSSER Sale 0)" vc oot eerie, io Mee et — 692 
183,078 


The above method was used for the years 1948 to 1954. In the years 
1946 and 1947, estimates for profit companies were made as above, but 
estimates for loss companies were based on 1948 ratios of cash held 
by loss companies in each sub-group to cash of all loss companies in finance. 
This was necessary since details of loss companies were not published for 
1946 and 1947. 
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2. Change from 1952 to 1953 


Using the 1953 figures calculated above, and 1952 figures calculated 
in the same way, the change in cash balance was estimated. 


Profit companies Loss companies 
1. Cash — 1953 ($000) 227,032 183,078 
2. Cash— 1952 ($000) 1,169,558 151,103 


Change during Taxation 
year 1953 58,074 31,97) 


3. Adjustment to Calendar Year 


The figures in Taxation Statistics are on a ‘taxation year’ basis. All 
companies which filed returns for fiscal years ending between January 1 and 
December 31 of a calendar year were classified to that year. Thus, if a 
company’s fiscal year ended June 30, 1953, it would be classified to 1953, 
although half of its fiscal year fell in calendar year 1952. 


In Taxation Statistics, 1956, Table 2 on page 80 “Allocation and Record 
of Income by Calendar Year” attempts to allocate profits, losses and taxes 
by calendar year. All companies are coded according to the month in which 
this fiscal year ends, and profits, losses and taxes are allocated to the 
previous calendar year on the basis of the number of months of their fiscal 
year which fell into the previous calendar year. 


This approach is not very satisfactory for balance sheet items, but 
until quarterly balance sheet figures become available, no better one can be 
devised. Two of the faults might be mentioned. First, in certain industrial 
groups, the fiscal year ends at the time of year when activity is at a minimum, 
and the balance sheet of that date will not be representative of the position 
on December 31. Second, when a special event occurs, such as a bond 
issue, it will normally occur at one point of time, and should not be allocated 
between two years. 


Following are the calculations for 1953. The percentages used appear 
on page 80 of Taxation Statistics, 1956. Changes in cash holdings of profit 
and loss companies for 1954 of $137.8 million and $31.4 million respec- 
tively were obtained in the same way as the 1953 estimates described above. 


Profit Loss 
Companies Companies Total 
($ million) 
Cash — 1953 taxation year Sal 32:0 90.1 


Amount carried back to 1952 
Profit cos. — 14.1% of 
$58.1 million - 8.2 - 8.2 
Loss cos. — 21.8% of 
$32.0 million AiO - 7.0 
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Amount carried back from 
1954 to 1953. 


Profit cos. — 15.1% of 


$137.8 million 20.8 20.8 

Loss cos. — 18.5% of 

$31.4 million 5.8 5.8 
Cash — calendar year adjusted 107. 30.8 101.5 


A calendar year adjustment was made for all years except 1954, for 
which the necessary 1955 information was not available at the time the 
estimates were made. 


4. Adjustment for Coverage 


Table 1, page 82, of Taxation Statistics, 1955, lists the types of 
companies for which balance sheet data were not tabulated. These included 
companies filing incomplete returns, banks and insurance companies, co- 
operatives, Crown companies, personal corporations and exempt mines. Of 
these, companies filing incomplete returns, co-operatives and exempt mines 
should be included in Sector III. The adjustment was made for incomplete 
returns only, however, so that for those items not estimated from category 
sheets there will be undercoverage of approximately one percent. 


The calculations for 1953 follow. Figures used in computing the ratios 
appear, in Taxation Statistics, 1955, page 82. It was assumed that the 
proportion of balance sheet items covered was the same as the proportion 
of profits and losses covered. 


Profits of active taxable cos. 
excluding banks & insurance cos. 


: * cash of profit cos. 
Profits of fully tabulated cos. 


excluding banks & insurance cos. 
Seo? .a21.720 —) b8.998 
2215020 


* $70.7 million = $71.2 million 


Losses of active taxable cos. 


excluding banks & insurance cos. 
* cash of loss cos. 


Losses of fully tabulated cos. 
excluding banks & insurance cos. 


= POU le. 4 46 
161,927 


Total cash — $71.2 million + $31.8 million = $103.0 million 


<x $30.8 million = $31.8 million 
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5. Adjustment for newly incorporated proprietorships and partner- 
ships; and for concerns leaving the corporate sector. 


The estimation of transactions by calculating changes in balance sheet 
totals is distorted to the extent that firms are entering the corporate sector 
from elsewhere. An attempt was made to correct this distortion by deducting 
from the changes an estimate of the assets and liabilities of firms at the 


time of their incorporation. 


The number of partnerships and proprietorships becoming incorporated 
during 1953 and their profits and losses are shown in Table 2, page 83 of 
Taxation Statistics, 1955. In order to estimate their total assets, a special 
card run of such companies was made by the Department of National 
Revenue for 1952, which showed newly incorporated companies grouped 
by size of assets at the end of their first fiscal year. By multiplying the 
centre point of each asset class by the number of companies in the group, 
an estimate of the total assets in 1952 was obtained; this benchmark was 
multiplied by an index based on the profits of newly incorporated companies 
and on the average ratio of profits to assets for all fully tabulated com- 
panies in order to obtain an estimate of the total assets of newly incorporat- 
ed businesses in other years. 


In order to distribute these totals of assets and liabilities among the 
different balance sheet items, it was assumed that newly incorporated 
companies could be fairly represented by the group of all companies 
earning from $5,000-$10,000 (See T.S. 1955 p. 134). The balance sheet 
of this group is available for all years, and the assets and liabilities of 
newly incorporated businesses were distributed in the same proportions. 


A final adjustment was made to remove the increment in assets and 
liabilities during the first fiscal year of the new companies’ existence, since 
the results obtained so far relate to the position at the end of that year 
rather than at the time of incorporation. The ratio was computed of gross 
Saving to the sum of liability reserve, depreciation and depletion reserves, 
capital stock and net surplus. All items were reduced by this percentage 
which was about 15 percent in most years. 


A similar type of adjustment, but in the opposite direction, should be 
made for companies leaving the corporate sector. Such cases are much 
rarer, however, and the largest such adjustment related to the purchase 
of Montreal Light, Heat and Power Company and its associated companies 
by the Province of Quebec, which was reflected in the 1946 calculations. 
No adjustment of this type was made in 1953. The amount of cash brought 
into the corporate sector by partnerships and proprietorships on their 
incorporation is estimated at $13.2 million in that year, and so the estimate 
of changes in corporate cash holdings was reduced from $103.0 million to 
$89.8 million. 
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6. Adjustment for Holding Companies 


In the adjustment in section 1. above, the total of the Taxation Sta- 
tistics industrial group “investment trust and holding companies” was 
deducted from Sector III. Holding companies should remain in this sector 
and must therefore be added back. The change in cash of the group as 
obtained from Taxation Statistics was -$7.0 million. Cash of investment 
trust companies, as tabulated from published figures of investment trust 
companies, increased by $.2 million, giving a total decline for holding 
companies of $7.2 million. 


The figure of $89.8 million above is therefore reduced by $7.2 million 
giving total cash of corporations of $82.6 million. 


The results of these calculations based on Taxation Statistics were 
then revised in the light of information and estimates obtained independ- 
ently within the framework of the category accounts. Such revisions may 
be described most simply by considering each of the N.T.A. categories in 
turn; in some cases fuller descriptions are to be found in the notes on the 
various category accounts. 


DEBITS 


B(2). Change in Inventories: This estimate derives from the National 
Accounts estimate of total change in inventories, from which is 
deducted the estimates for Sectors II, IV and VII. 


B3(a). Gross Fixed Capital Formation—Residential: 5 percent of total 
residential construction as reported in the National Accounts, after 
exclusion of the Sector VII estimate, is allocated to this sector. 


B3(b). Gross Fixed Capital Formation—Non-Residential: All such 
expenditures not allocated to other sectors are included here. 


C1(b). Currency and Bank Deposits: The estimate of cash based on 
Taxation Statistics is used, after deduction of Other Institutional 
Deposits. The total may reflect some offsetting of overdrafts against 
cash. 


Cl(c). Other Institutional Deposits: Certain percentages of the changes 
in outstanding liabilities of other financial institutions are allocated 
to this sector. 

C2. Consumer Charge Accounts and Instalment Credit: These esti- 
mates are based on D.B.S. Retail Credit, and it is assumed that all 
credit extended by Department Stores, and 50 percent of credit extended 
by other retailers are assets of the corporate sector. 

C4(b). Claims on Associated Enterprises — Corporate: Based on 
Taxation Statistics. 


C5. Mortgages: Estimated by C.M.H.C. 
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C6(a). Government of Canada Bonds: Based on Taxation Statistics. 
Accrued interest may be included. 


C6(b-d) and C7. Other Bonds and Stocks: The estimate for ‘other 
securities’ derived from Taxation Statistics is reduced by the estimate 
of mortgage investments. No method of allocating the total between 
the types of bonds and stocks has been discovered. 


D(a). Transfers of Existing Assets: Based on the Taxation Statistics 
item ‘land’. No information was available in 1946 and 1947. 


D(b). Special Deposit and Trust Accounts: Estimated within the 
category account. 


D(c). Recorded Receivables: Based on Taxation Statistics item ‘receiv- 
ables’ after deduction of the estimates for charge and instalment 
receivables. 


D(d). Unclassified Transactions: Based on Taxation Statistics item 
‘Other Assets’. Included are: prepaid expenses; intangibles such as 
franchises, patents, leases, and organization expenses; pension funds; 
funds in escrow; repossession funds or reserves; capital stock held 
for employees; trust funds; and other miscellaneous items. The detail 
needed to allocate these items is not available. 


CREDITS 


Bl1(a). Capital Consumption Allowances etc: The estimate used is the 
one given in Table 51 of the National Accounts after deduction of 
estimates for financial companies in Sectors V-VII. 


Bl(c). Other Saving: Similarly, this estimate is equal to retained earn- 
ings as published in the National Accounts, less the amounts allocated 
to other sectors. 


BI(d). Residual Error of the National Accounts: This is the gross 
residual error published there — the sum of the plus and minus 
portions allocated to each side of the account. 


C3(a). Bank Loans: These are estimated by applying certain fixed per- 
centages to various classifications published in the Bank of Canada 
Statistical Summary. The results are broadly similar to the results 
derived from Taxation Statistics; a comparison of the two alternative 
estimates, and a detailed description of the method used is given 
in the notes on this category. 


C3(b). Other Loans: This estimate is also derived from the category 
account and described there. 


C4(b). Claims on Associated Enterprises—Corporate: No evidence on 
this liability can be obtained from Taxation Statistics because sub- 
sidiaries do not tend to distinguish between the stock and bond 
liabilities in the hands of parent companies and those held by the 
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public, and to the extent they do so in the case of bonds the liability 
is included in ‘other liabilities’. Thus it was necessary to estimate 
this credit residually within the category account by deducting from 
total debits the credits of other sectors which could be identified. 
The principal components of this residual will be the net direct 
investment in Canadian business by non-residents and the invest- 
ment in affiliated companies recorded on the asset side of. this 
sector’s account. 


CS. Mortgages: Estimated by C.M.H.C. 


C6(d) and C7. Other Bonds and Stocks: These credits are estimated 
from the statistics on net new issues of bonds and stocks published 
by the Bank of Canada, deductions being made from the total for 
the issues of other sectors. 


D(c). Recorded Payables: Based on Taxation Statistics, the items 
‘payables’ and ‘tax liabilities’ being taken together. 


D(d). Unclassified Transactions: This estimate is based on the item 
‘other liabilities’ in the Taxation Statistics calculation, which contains 
deferred income and unearned income; deposits received and trust 
funds; amounts owing to affiliates including funded debt; and other 
items. An attempt was made to remove the amounts Owing to 
affiliates which are included in C4(b) by deducting the difference 
between the estimate of bonds, stocks and claims of associated 
companies derived from the category accounts and the estimates 
of capital stock and funded debt based on Taxation Statistics. 


D(e). Residual: The amount entered here is the amount arithmetically 
required to balance total debits and total credits for this sector. 
The necessity for such an entry arises from the use of independent 
estimates of gross saving, capital formation, bank loans and other 
financial transactions rather than the estimates contained within 
the self-balancing system of accounts based upon Taxation Statistics. 


SECTOR IV. GOVERNMENT ENTERPRISES 


This sector includes those government owned enterprises which are 
deemed to fall within the business sector, except for the financial enterprises 
which are included in Sector V or VII. The distinction between Govern- 
ment business enterprises and non-commercial agencies is fully described 
on pages 126-7 of National Accounts, Income and Expenditure 1926-56, 
where it is stated that the distinction is made on the basis of the following 
criteria: 


(1) Does the agency operate on a self-sustaining profit and loss basis 
by setting a price for its services which is calculated to cover 
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(2) Does the agency maintain an independent accounting system which 
permits the charging of specific elements of cost against the 


revenue of the agency? 


The sector is divided into Federal enterprises and Provincial and 
Municipal enterprises, the names of the individual enterprises included 
being listed in the following notes. A third subsector is included to 
allow certain imputed transactions in connection with government owned 
buildings to be recorded. 


SECTOR IV (a). FEDERAL GOVERNMENT ENTERPRISES 


The enterprises, and the years for which they were included in this 
subsector, are as follows: 


Aero, Timber Products .. 22:). 5-1 eee 1946-1947 
Canadian” Arsenals °. 5.0. es s,.5 eee ene 1946-1954 
Dominion Arsenal — Lindsay, Ont. ............. 1946 

Dominion Arsenal —-Quebec 2.15... 3. .8.:0ee ee 1946 

Canadian, Commercial Corporation) ).355. au ae. ae 1946-1954 
Canadian Government Elevators! inn are eee 1946-1954 
Canadian. National. Railways 51.0.5. 96 see elt 1946-1954 


Canadian National West Indies Steamships Ltd. .. 1946-1954 
Canadian Overseas Telecommunications Corporation 1950-1954 


Canadian Patents and Development Ltd. .......... 1948-1954 
Canadian), Wheat) Board. .cshaci ae ee 1946-1954 
Canadian > Wool,,Board \ Lid. 5:22 1946 
Commodity Prices Stabilization Corporation Ltd. .. 1946-1952 
Eldorado” Aviation “Lid.” 2.2... cease eee 1953-1954 
Eldorado Mining and Refining Ltd. .............. 1946-1954 
Melbourne’ Merchandising “tds 3. es eee 1946 
National Harbours Board ...... 22s eee 1946-1955 
National Railways Munitions Ltd. .............. 1946 
Northérn Transportation Lid. ..5 2 eee eee 1946-1954 
Northwest Territories Power Commission ........ 1948-1954 
Park Steamship°Co. Ltd....275 2 ee 1946-1954 
POlyIMer 54. sis even 5 sw Orel =e 1946-1954 
Research Enterprises . x. .)...4...05 2 1946 
Small Arms Ltd. 4 5. .ccsco 4 sate atop eee eee 1946 
St. Lawrence Seaway Authority ................ 1954 
Trans-Canada Airlines .....). 0): a. ah 1946-1955 
Wartime, Food Corporation, ... « .-.;ee eee 1946 


Sources of information on these companies are their Annual Reports, 
and the Public Accounts; in recent years, the accounts of the Crown 
Companies have been conveniently segregated in Volume II of the Public 
Accounts. 
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In order to illustrate the classification of the balance sheet headings, 


the coding of the C.N.R. was as follows: 


C.N.R. Balance Sheet Headings with N.T.A. Coding 


ASSETS 


Investment: 


Road & equipment property .............. 
Improvements on leased property .......... 
Miscellaneous physical property .......... 


Capital & other reserve fund assets 


Sinking fund assets 
Deferred maintenance fund assets | 


Investment in affiliated companies 


Current Assets: 


CASI se) cua eae eMC EO PRE Etc Arr aes 


SE CERIDN 3X orar ici ts eae ee ane anes ee 
Net balances receivable — agents ........... 
Miscellaneous a/c receivable ............. 


aC VANCES ish cer kat ae eee eee 
Government of Canada — due on deficit 4/C.:. 
Matcmabeand) supphes «65.5. '«s bsteeaudeaded 
Interest & Dividends receivable ............ 
PACCTUCCS A CHECCELVADIC WS 5». <- case Socr cher ove cocecwee 


Deferred Assets: 


Working capital advances ................ 
Tnsurancomiund hassets! Seeaie ow eee 


Other unadjusted debits 


e 6 16 ee te + 6 6 0 6 8 


Otic iivestinents, aes OT ee 8 er amhe eR Itm x WD 


@ 18) 7 (60, 00 ol 610 a: (ee) (6) (Ow eae) © 


N.T.A. Category Code 


Be3¢b) 
B 3 (b) 
By (b) 


C6 


Cr4" (6) 
Cro +a) 


CAL. (b) 
C 6 (a) 
D (b) 
D (c) 
D (c) 
C 4 (c) 
C 4 (c) contra* 
B, 2 

D (c) 
D (c) 
D (d) 


D(C) 

C 6 
OMIT ** 
D (d) 


D (c) 
C 6 (a) contra* 
D (d) 


“Contra” means that the item is classified as a credit rather than a debit in the 
N.T.A.; it is treated as a decrease in liabilities rather than an increase in assets. 


Both these assets and the corresponding liability are omitted. 
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| RS fis 5 60 9 My Bi fa PS 


Funded -débti ..d5-.s thay Cbs o 22 sip ere ee C 6 (a) 
Gov’t of Canada — Loans & debentures ......... C 4 (c) 


Current Liabilities: 


Traffic & car service balances .:..-. 5.2.4. D (c) 
Audited a/c and wages payable ........... Dee} 
Miscellaneous a/c payable .............-- Dato} 
Govt of Canada — Interest payable ....... a eh (| 
Gov't of Canada — Balance due on deficit 
ACCOUNE | .....,<:.sceuailens nile a enomaey ete tae ular ae 
Interest due and unpaid — public ......... 


Accrued,a/c payable... ... ©. Steamer 
Taxes accroed isis, ../. 2 case ecpeeeroee ene 


Grd, ( 
D (c) 
Unmatured interest accrued .‘....2eeuswan Dee) 
D (c) 
D (c) 
Other current liabilthes -\7> 2.279 os 2 ena D (d) 


Deferred Liabilities: 


Pension liability: <3... 50's 1: 2b See OMIT 
Other deferred liabilities’... 12) eee eee D (d) 


Reserves & unadjusted credits: 


Insurance reserve. ./.)12ieejieee com meee 
Accrued depreciation — Can. lines ........ 
Accrued depreciation — U.S. lines ......... 
Accrued amortization, defence projects ..... 
Deferred’ maintenance “reserve! Sint eee 
Other reServes > .4.-5. 0. ca eee 
Unadjusted credits ...5..3 032 ce¢ eee 
Capital stock of subsidiaries, held by public . 


Ove) OG Swen .O 
NAP HBR RRR 


Government of Canada, shareholders a/c 
6 million N.P.V. shares (C.N.R. & C.N.S.T.) . Cyan) 


Preferred :shates, Asii.\o7.:: on7 eee C446) 
Capital investment of Gov’t of Canada in 
Canadian Gov't ‘railways “ieee C 4,(c) 


Certain valuation adjustments were made in calculating the transac- 
tions of this subsector, of which the most important were to fixed capital 
assets. Adjustments were made first for the profits on the sale of vessels 
by Canadian National West Indies Steamships, and for the revaluation of 
the assets of National Harbours Board in 1952. Further adjustments 
were made both to fixed investment and to depreciation in order to make 
them consistent with the National Accounts estimates, as explained in 
the category accounts, and the difference between the amount added 
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to changes in fixed capital and the amount added to depreciation was 
classified as sales of existing assets. 


The Canadian Wheat Board is a special case. Most of these enterprises 
report on a calendar year basis, but the Canadian Wheat Board’s fiscal 
year ends on July 31st, and thus its published reports are less useful. 
Another difficulty is the separation of the Wheat Board from the private 
companies and co-operatives which act as its agents; it is assumed that 
all stocks of grain are owned by the Board, and thus its inventories are 
based on the National Accounts estimate of ‘Grain in Commercial Chan- 
nels’, while any grain physically in the hands of the agents and not yet 
paid for is represented by an amount due to the agents. The Wheat 
Board is also an exception to the rule that government enterprises can 
retain no earnings. The earnings of the Board can hardly be classified 
as owing to the government since they really accrue to the farmers, 
but they are not counted as part of their current accrued net income. 
Thus the National Accounts item ‘Adjustment on Grain Transactions’ is 
entered as other saving. 


SECTOR IV (b). PROVINCIAL AND MUNICIPAL 
GOVERNMENT ENTERPRISES 
1. Provincial 
The following provincial business enterprises are included: 


Newfoundland 
Board of Liquor Control (1949-1954) 
Division of Northern Labrador Affairs (1949-1954) 
Federal-Provincial Housing Projects ( 1951-1954) 


Prince Edward Island 


Prince Edward Island Temperance Commission (1946-1954) 
School Supply Branch (1946-1954) 


Nova Scotia 


Nova Scotia Power Commission ( 1946-1954) 
Nova Scotia Liquor Commission (1946-1954) 


New Brunswick 


New Brunswick Electric Power Commission (1946-1 954) 
Liquor Control Board (1946-1954) 


Quebec 
Quebec Sugar Refinery (1946-1954) 
Quebec Liquor Commission (1946-1954) 
Quebec Hydro-Electric Commission (1946-1954) 
Beauharnois Light, Heat and Power Company (1946-1951 ) 
Upper Ottawa River Hydro-Electric Plant (1946-1949) 
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Ontario 
Hydro-Electric Power Commission of Ontario 
Southern System (1946-1954) 
Northern Ontario Properties (1946-1954) 
Liquor Control Board of Ontario (1946-1954) 
Niagara Parks Commission (1946-1954) 
Ontario Northland Transportation Commission (1946-1954) 
Ontario Research Foundation (1946-1954) 


Manitoba 


Government Liquor Control Commission (1946-1954) 
Manitoba Text Book Bureau (1946-1954) 

Manitoba Power Commission (1946-1954) 

Manitoba Telephone Commission (1946-1954) 

Manitoba Hydro-Electric Board (1951-1954) 

Winnipeg Electric Company and Subsidiary Companies (1952) 


Saskatchewan 


Province of Saskatchewan Liquor Board (1946-1954) 
Saskatchewan Government Telephones (1947-1954) 
Saskatchewan Power Corporation (1946-1954) 
Saskatchewan Forest Products 

Big River Mill Division (1950-1952) 

Timber Board Division (1950-1954) 

Box Factory Division (1950-1953) 

Wood Enterprises Division (1954) 
Saskatchewan Reconstruction Corporation (1950) 
Saskatchewan Wool Products (1950-1953) 
Saskatchewan Government Printing Company (1950-1954) 
Saskatchewan Government Airways (1950-1954) 
Saskatchewan Minerals 

Sodium Sulphate Division (1950-1954) 

Clay Products Division (1950-1954) 
Saskatchewan Transportation Company (1950-1954) 
Government Finance Office (1949-1954) 
Saskatchewan Marketing Services 

Government Trading Division (1950-1954) 

Fish Marketing Service Division (1950-1954) 

Fur Marketing Service Division (1950-1954) 


Alberta 


Alberta Government Telephones (1946-1954) 
Public Works Stock Advance (1946-1954) 
School Book Branch (1946-1954) 

Queen’s Printer’s Advance (1946-1954) 
Highways’ Stock Advance (1950-1954) 


THE NATIONAL TRANSACTIONS ACCOUNTS 


Liquor Control Board (1946-1954) 

St. Mary and Milk Rivers Development (1946-1954) 
Marketing Services Limited (1946-1954) 

Prairie Woollen Mills ( 1949-1954) 

Cream Grading (1946-1951) 

Insurance Office ( 1946-1948) 


British Columbia 


Liquor Control Board (1946-1954) 
Pacific Great Eastern Railway (1946-1954) 
British Columbia Power Commission (1946-1954) 


Information is derived from the annual reports of the companies, 
from the Public Accounts of the provinces and from the annual reports 
on Saskatchewan Crown Corporations. Certain enterprises for which no 
balance sheets could be found were omitted, but these are relatively small. 
Certain Saskatchewan companies are only included from 1950 on, due to 
the lack of data for earlier years. Not all enterprises report on a calendar 
year basis, so it was necessary to accept the data for the fiscal year 
closest to the calendar year. In the case of funded debt, however, it was 
possible to adjust more closely to a calendar year basis by means of data 
on issues and retirements. 


Little detail is available on the investments of these enterprises, and 
estimation on the basis of incomplete data was necessary. 


The issues of bonds by the Ontario Hydro-Electric Power Commission 
directly to the Province of Ontario in 1951, 1952 and 1953 were clas- 
sified as claims on associated enterprises rather than bonds. An adjustment 
was made to remove the effect of the writedown of much of the debt of 
the Pacific Great Eastern Railway to the British Columbia government 
in 1953, 


The Quebec Hydro-Electric Power Commission was formed in April 
1944 when the Montreal Light, Heat and Power Company and its sub- 
sidiaries were purchased by the Province of Quebec. In the same year, 
the outstanding capital stock of Beauharnois Light, Heat and Power 
Company was also purchased, and its reports were contained in Quebec 
Hydro’s Annual Report but were not consolidated until 1953. Not all 
the bonds and stocks of the predecessor companies were redeemed im- 
mediately, and the gradual process of redemption is reflected in the 
negative credits under the categories C6(d), Other Bonds, and C7, Stocks. 


The Hydro-Electric Plant — Upper Ottawa River which predated the 
Quebec Hydro-Electric Power Commission was treated by the Province 
of Quebec as part of its general operations. In 1950, it was purchased 
by Quebec Hydro and included in the consolidated balance sheet; priot 
to that date, its assets were included in this sector rather than in the 
Provincial Government Sector, and an imputed entry equal to its assets 
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entered in category C4(c), in the credits of this sector and in the debits 
of Sector IX. 


The Manitoba Hydro-Electric Board was formed in 1951 to assume 
responsibility for ensuring that power generating facilities in Manitoba 
would be adequate to meet the growing demand for electricity. Soon after 
its formation the Province of Manitoba transferred to it the Pine Falls 
Power Development which was in the process of being built by the Pro- 
vince. In January 1953, the Manitoba Hydro-Electric Board acquired the 
electrical power business of the Winnipeg Electric Company. Adjustments 
were made to Sectors III and IV comparable to those made in the case of 
Montreal Light Heat and Power. 


2. Municipal 


Only certain of the larger municipal enterprises have been completely 
enumerated: Toronto Transportation Commission, Ottawa Transportation 
Commission, Winnipeg Transit Company, and Municipal hydro-electric 
companies operating under Ontario Hydro. For these, complete balance 
sheets have been obtained from annual reports. The only information 
obtained on other enterprises was the amount of their funded debt, which 
is recorded in D.B.S. Financial Statistics of Municipal Governments, 
supplementary information also being obtained from the records of new 
issues and retirements published in the Bank of Canada Statistical Sum- 
mary. Three-quarters of this funded debt was accounted for by municipal 
waterworks, the remainder being the liability of telephone systems, housing 
projects, airports, electric light and power companies and transit systems. 
For all these enterprises, the change in the funded debt is entered as a 
credit, and an equal debit entered under gross fixed capital formation. 
All other transactions remain within the Municipal Government Sector. 


SECTOR IV (c). THE OPERATION OF GOVERNMENT BUILDINGS 


One of the conceptual changes introduced in the recent revision of 
the National Accounts affected the treatment of government buildings. 
These buildings are now deemed to be operated by a business agency, 
to which the governments pay gross rents and from which the govern- 
ments receive in turn net rents. The difference between gross and net rents 
is depreciation on government buildings, which is retained by the business 
agency. Thus depreciation — or capital consumption allowances as it 
is now more correctly termed — for the business sector is increased by 
the amount of this imputed depreciation on government buildings, and 
the government surplus is reduced by the same amount. This subsector is 
established in the National Transactions Accounts as a place in which 
to record the amount of this depreciation, which is offset by an equal 
negative credit in the category C4 (c), Claims on Associated Enterprise, 
government. The contra entry in this category appears in the debits of 
the government sectors, and thus balances the reduction in their saving. 
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SECTOR V. BANKING 


The Bank of Canada, the chartered banks and the Exchange Fund 
make up this sector. The inclusion of the Exchange Fund with the banking 
system is not wholly satisfactory, as was noted in the introduction. 


SECTOR V (a). BANK OF CANADA 


The balance sheets of the Bank of Canada are to be found in its 
Annual Report and Statistical Summary. 


Government of Canada deposits at the Bank of Canada are adjusted 
to exclude profits payable which are classified as C4 (c). Foreign currency 
deposits of the Government were not shown prior to 1949 and are treated 
as agency transactions and omitted. Adjustments have been made for 
the revaluation of foreign currency items and for depreciation, the latter 
being taken from the statement of income and expenditure published on 
page 733 of the Proceedings of the Standing Committee on Banking and 
Commerce on the decennial revision of the Bank Act, 1954. 


SECTOR V (b). EXCHANGE FUND 


Information on the activities of the Exchange Fund has been obtained 
from the annual reports of the Foreign Exchange Control Board, the 
Public Accounts (from 1952 on) and from the Bank of Canada. 


The foreign currency assets of the Exchange Fund which consist of 
gold, short-term securities of the U.S. government and deposits at the 
Bank of Canada, are subject to revaluation when the exchange rate changes, 
and the changes in their book value have to be adjusted to eliminate 
the effects of such writeups and writedowns. The total amount of the 
adjustment is equal to the change in the ‘deficit due to revaluation’ less 
the change in the ‘reserves against outstanding future contracts’. The 
allocation of the total to the various asset items is discussed more fully in 
connection with the official holdings of foreign currency assets in the 
notes on the Rest of the World. 


SECTOR V (c). CHARTERED BANKS 


Although a great deal of information is available on the ten chartered 
banks in existence during the period, considerable difficulties were encoun- 
tered in constructing this account. The basic source of information is the 
monthly return to the Minister of Finance, published in the Canada 
Gazette, from which the monthly ‘banking statistics’ in the Bank of Canada 
Statistical Summary are compiled. But this, and supplementary information 
published in the Statistical Summary, refer to the operations of the char- 
tered banks, including the operations of their foreign branches. These have 
to be considered as non-resident institutions rather than as Canadian trans- 
actors. Such transactions as loans made by branches in the West Indies 
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to their local clients should not be included in the National Transactions 
Accounts for Canada; instead the transactions between the foreign branches 
and Canadian offices, especially the bank head offices, should be included. 
An attempt must therefore be made to construct accounts for the foreign 
branches from unpublished information and deduct them from the pub- 
lished accounts. A problem of reconciliation with the balance of payments 
also arises, and is discussed in the notes on Sector XI. A further problem 
arises in 1949 when the Newfoundland branches cease to be foreign and 
become Canadian; again, some estimate had to be made of the magnitudes 
involved and the coverage adjusted. 


The classification of the items reported on the balance sheet also 
presents some special problems. The bank float entry ‘Items in transit’, 
which may be subdivided into ‘Canadian dollar items in transit’ and 
‘Net foreign items in transit’, from supplementary data recorded in the 
Statistical Summary, is deducted from reported deposits, in accordance 
with the treatment outlined on page 491. ‘Acceptances, guarantees and 
letters of credit’ being contingent assets and liabilities, are omitted from 
both sides of the accounts. Some additional breakdown of the reported 
item ‘other assets’ is needed for proper classification. The amount of 
accrued Federal tax was included in Government deposits in the published 
figures, and some rough estimate of the amounts involved are made in 
order to remove it from that category and include it in payables. 


When the banks raise new share capital, only the par value of the 
issue is credited to ‘Capital paid up’, and the excess is credited to ‘Rest 
Account’, This treatment is revised, so that all the proceeds appear as a 
credit in category C7. 


Real Estate, shown after depreciation, was adjusted to a gross basis. 
Even then the result is not consistent (for the Banking Sector as a whole) 
with the series included in the estimate of Gross Domestic Investment 
published in Private and Public Investment in Canada and a further adjust- 
ment is made to bring it into line with that source. The contra entry (again 
for the Banking Sector in toto) is made to transactions in existing assets. 
This is far from being completely correct, but it does represent some of the 
largest differences correctly — those resulting from transfers of real estate 
to subsidiaries established for the purpose. 


The balance sheets of the banks reflect not only transactions of the type 
that these accounts attempt to record but also valuation adjustments of 
great magnitude. On the one hand, the various foreign currency assets and 
liabilities are subject to evaluation on account of changes in the exchange 
rate, and rough estimates of the amounts involved have been made and 
the balance sheet changes adjusted accordingly. On the other, the more 
important asset items are published after deduction of certain reserves. 
While the total amount of these reserves is not published, a series entitled 
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‘Provision for losses and addition to reserves’ can be found in the state- 
ment of ‘Earnings, Expenses and Changes in Shareholders’ Equity 
published on a fiscal year basis in the Bank of Canada Statistical Summary. 
The distribution of this transfer by types of assets affected, presents consider- 
able difficulties however. Estimates of the holdings of Government of Can- 
ada direct and guaranteed securities at par value have been published (See 
page 34 of the Bank of Canada Statistical Summary, Financial Supplement 
1956; this series has been used to derive changes in 1953 and 1954, 
when changes in par value are clearly better approximations to transactions 
value than the changes in the balance sheet valuations. In these two years 
the balance of the provision for losses and addition to reserves, after deduc- 
tion of the foreign currency adjustments and the implied adjustment on 
Government of Canada bonds, is applied to the loan category. In all other 
years, the excess of the transfer over the foreign currency adjustments was 
not allocated and appears in the residual. 


SECTOR VI. LIFE INSURANCE 


Three subsectors are included here: the Canadian transactions of 
Canadian companies operating under federal registration; the operations of 
provincially licensed companies; and the Canadian transactions of British 
and foreign companies. The principal sources of data are the Reports of 
the Superintendent of Insurance for Canada, hereinafter described as the 
Insurance Reports. ' 


Before discussing these subsectors in detail, some general comments 
may be useful on the unique features of the life insurance business which 
demand special treatment in the national accounting framework. Life 
insurance companies perform two roles which must necessarily be combined; 
they provide an insurance service, and in the course of so doing, they receive 
a very substantial portion of the flow of personal Saving and invest it in 
earning assets. In the national income and expenditure accounts, life insur- 
ance companies are deemed to act as agents for their policyholders. The 
services of insurance and investment of savings which they perform on 
behalf of their policyholders are regarded as equivalent to the expenses 
they incur and the profits they make, policyholders being deemed to pay a 
fee which covers these expenses and profits. The interest, dividends and net 
rents earned on the investments in the companies’ portfolios are collected 
by the companies but are treated as income accruing to the policyholders. 
The excess of this income which policyholders are deemed to receive over 
the fees which they are deemed to pay is then viewed as flowing back into 
the companies’ hands in the form of imputed premiums. Thus the flow of 
funds from policyholders to life insurance companies consists of the follow- 
ing elements: the imputed fee for insurance and investment services, which 
is included in consumer expenditure; and cash premiums paid plus imputed 
premiums which are financial transactions. The reverse flow from comp- 
anies to policyholders consists of the investment income collected by the 
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companies as the policyholders’ agents which enters personal income, and 
the claims paid which are financial transactions. All of the financial trans- 
actions are combined in the National Transactions Accounts into a single 
net flow which may be called policyholders’ saving and is included in 
Category C8 — Insurance and Pensions. It is equal to cash premiums less 
claims, plus imputed premiums; such imputed premiums being equal to in- 
vestment income less expenses and profits of the companies. 


These concepts may be illustrated from the following example of a 
simplified income and expenditure statement of a life insurance company: 


Cash “premiums: ‘received ns ce ere ee 240 
Less*ciaims paid *.)...5 tee... camer nee -180 
Net premiums. received W's te eter een 60 
Interest, dividends and rents. [°2 2. eee ee 80 

Total 20.0.0 050 co ote ec ete ener 140 
General expenses and. taxes, i000). suite ee 45 
Dividends paid to shareholders y=.) i 
Depreciation 6.04 cosa ce ole ce ee 1 
Retained earnings .... o..54..02 sie ee 1 
Balance: policyholders’ saving <2... ent ee eee 92 

Total sii... 625%) al. Tae eee cee 140 


The general expenses and profits of the company which are taken as a 
measure of its services and for which a fee is imputed in personal 
expenditure amounts to 48. Policyholders’ saving equals 92, and this 
equals net cash premiums of 60 plus imputed premiums of 32, the difference 
between investment income 80 which is imputed to the policyholder and 
the fee of 48. Gross company saving equals depreciation of 1 and retained 
earnings of 1. 


In the National Transactions Accounts, the current revenues and 
expenditures of life insurance companies are not presented separately in 
the main tables, since their current transactions are included in the totals 
for the Business Sector as a whole. A calculation of policyholders’ saving 
entrusted to the life insurance industry is necessary, however, since this 
is considered to be a financial transaction; furthermore some estimate is 
required of depreciation and retained earnings for the B Account. Theoret- 
ically all these could be estimated from the balance sheet, insofar as 
policyholders’ saving is represented by changes in the actuarial reserves and 
insurance surplus, retained earnings by changes in the shareholders’ surplus 
account and depreciation by changes in depreciation reserves. More 
accurate measurement of these flows may be derived, however, from the 
detailed statements of income and expenditure presented in the Insurance 
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Reports. The following table is a by-product of the measurement of 
policyholders’ saving, and contains an account of the current non-financial 
transactions, actual and imputed, for the Life Insurance Sector as a whole, 
which may be of interest to some users of the National Transactions 
Accounts. 


NON-FINANCIAL TRANSACTIONS OF THE LIFE INSURANCE SECTOR 
(millions of dollars) 


1946 | 1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 


Interest and dividends 


MECELIV CCB eenen,. punts 106.1 | 108.5 | 114.2 | 127.4 | 138.9 |(152.3 | 169.6 | 186.7 208.4 
Gross rents received..... 4.2 4.6; 5.4 5.6 6.8 SAHPIOGH? 12.7 Ni4,2 
Imputed fees for services 

rendered to policy- 

Noldérsys a FG. eee 93.2 | 102.6 | 111.0 | 119.4 | 131.6 | 145.8 | 157.1 | 169.8 | 178.4 
Services performed for 

foreign branches....... 5.0 5.6 9.4 7.0 9.9 Wil 8.3 8.9 9.1 

TOCA cat seastad ete 208.5 | 221.3 | 240.0 | 259.4 | 287.2 | 313.6 | 345.6 | 378.1 | 410.1 


Imputed payments of 
investment income to 
policyholders......... 100.6 | 103.9 | 110.0 | 123.1 | 135.8 | 149.2 | 165.9 183.1 | 205.6 

Investment income trans- 


ferred to foreign bran- 

CHES Fs Sane Re ee Se, 4.9 6.9 4.9 6.8 4.9 6.4 8.6 9.0 
General expenses........ 87.1 | 95.3 | 104.1 | 109.7 | 120.5 | 129.9 | 144.8 | 153.6 | 163.8 
Services provided to 

Canadian branches..... 4.8 5.9 6.8 ed Ole ate Ge TBA aa 
Paxes sooty ere pe ee 3 8.6 AOAPLOS STON 26 ees Tate T2°6 
Dividends paid to 

shareholders........... 1.4 De, 1.6 1.9 2.0 3.0 2.4 OS DS) 
Denreciationae os cn ee eS ite ile) 1.4 | 1.6 D5 23 5.3 BS 
Retained earnings ....... .3|— .6 4i| 4 == 33 <3} oll 1.0 

SE Otal Aare ak aGh =. 208.5 | 221.3 | 240.0 | 259.4 | 287.2 | 313.6 | 345.6 | 378.1 | 410.1 


Certain technical points in connection with the processing of the receipts 
and disbursements accounts should be commented upon. 


(1) Transactions between Head Offices and Branches 


ft will be noted that certain transactions between head offices 
and branches, when one or the other is not in Canada, appear in the table 
above. These arise from the inclusion in the sector of the Canadian 
operations of British and foreign companies and the exclusion of the out 
of Canada operations of Canadian companies. 


(2) Investment Income on Shareholders’ Funds 


In fact, not all the investments of life insurance companies are 
held on policyholders’ accounts; some represent the investment of accu- 
mulating shareholders’ funds. The income from such investment is not 
included in the amount imputed as accruing to policyholders, and it is 
deducted from the expenses and profits of the companies in estimating the 
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value of the service rendered by them. Policyholders’ saving is not 
affected by this adjustment. 


(3) The Treatment of Rents 


It is necessary to distinguish between gross and net rents, gross 
rents being the amounts paid by the tenant for an economic service while 
net rents represent the ‘profit’ made by the landlord, being in this case 
gross rents, less depreciation, real estate taxes and expenses including 
repair expenditures. In calculating policyholders’ saving, gross rents should 
be included in the gross revenues of the life insurance companies, but net 
rents in the investment income imputed as accruing to the policyholders. 


In the Insurance Reports for 1946-53, rents are largely on a net basis, 
real estate taxes, expenses and repairs and some part of depreciation being 
deducted. These are added back to arrive at gross rents, and also added 
to the disbursement side of the accounts. The total of real estate taxes 
plus depreciation was subdivided in the proportions derived from the 
1954 statements. 


Three types of depreciation were distinguished: 
(a) Depreciation on property ‘for the production of income’. 
(b) Regular writeoffs of other real estate. 
(c) Irregular writeoffs of other real estate. 


In the Insurance Reports for 1946-53, rent is shown after deduction 
of (a) but not (b) or (c), these appearing in the writedowns noted in the 
synopsis of ledger accounts. In the 1954 Report, rent is shown before 
deduction of any of these types; (a) and (b) are recorded as ‘regular 
annual depreciation’ and (c) as a writedown in the Reconciliation of 
Surplus Account. In the calculation of gross rents, all these types are 
included, but while all three are omitted from net rents in 1946-53, only 
(a) and (b) are omitted in 1954, rendering it slightly ‘grosser’ than in the 
earlier years. 


It may be noted that other investment income is calculated on a 
gross basis throughout. In 1954, investment expenses were added back 
in when receipts of interest and dividends were reported on a net basis 
for the first time. 


(4) Cash Versus Accrual Accounting 


Revenues and expenditures are reported on a cash basis in the 
Insurance Reports from 1946 to 1953 and on an accrual basis there- 
after. As far as possible, they are converted to an accrual basis in the 
earlier years in order to conform to the conceptual framework of the 
National Transactions Accounts. Thus investment income is increased by 
the increase in amounts due and accrued, while the amortization of pre- 
miums and discounts are excluded. Expenses and taxes are similarly 
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adjusted. Premiums and other receipts from policyholders are estimated 
On an accruals basis throughout, but disbursements to policyholders are 
left on a cash basis in 1946-53 and adjusted to a cash basis in 1954. 


(5) Valuation Adjustment 


Profits and losses from the sale of investments, and amounts by 
which assets were written up or down are excluded from the revenue and 
expenditure accounts. Thus policyholders’ saving is calculated without 
including valuation adjustments. These adjustments, however, have their 
place in the accounting system in adjusting the changes in the book value 
of assets to a transactions basis. 


(6) Amounts Deposited with the Company 


Amounts currently deposited with the company are treated as 
analogous to premiums, and deposits currently withdrawn as analogous to 
claims. Interest credited to amounts on deposit is treated in the same 
way. Interest paid on unpaid claims is also treated as analogous to claims. 


(7) Staff Pension and Insurance Funds 


Certain problems arise in connection with the pension and 
insurance funds of the company’s own employees. In some cases these 
funds are independent of the company’s own accounts, which reflect the 
payments of the employer’s contributions to the fund; but in other cases, 
the company’s own accounts include either explicitly or implicitly the 
assets, liabilities and current transactions of the staff funds. Where the 
funds are independently administered they are treated in the same way as 
the independent pension funds of other groups of employees, that is they 
remain as part of the consumer sector because of the lack of adequate 
sources of information which would permit their segregation. But where 
the pension funds are administered by the company and included in the 
company’s accounts, the staff are treated as policyholders insofar as their 
pension and insurance interests are concerned. Payments into the fund 
are Classified as premiums and payments out of the fund as claims. 


In addition, special reserves for pensions are encountered. For example, 
Sun Life built up in its liabilities a ‘Reserve for Staff Pension Fund’ which 
amounted to more than $24 million by the end of 1950. In 1951, a staff 
pension plan was initiated and more than $17 million was paid out of this 
Teserve to the Pension Fund Society and Trustees of U.S. Staff Pension 
Plans as ‘accrued contributions on account of past service’. Such special 
Teserves were treated as if they were pension funds of the type which is 
not independent, their increase being treated as payments of employers’ 
contributions and as receipts of premiums. The payment of accrued contri- 
butions out of such a reserve to an independent pension fund then reduces 
policyholders’ saving and would increase saving entrusted to independent 
pension funds by an equal amount, if this were separately recorded. 
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SECTOR VI (a). CANADIAN FEDERAL COMPANIES 


At the end of 1952, 31 Canadian life insurance companies possessed 
total admitted assets of $5,207 million according to the balance sheets 
appearing on pages 24a-27a of the Abstract of Statements contained in 
the Insurance Report for that year. From such balance sheets as this, and 
from supporting information to be found elsewhere in the Insurance Reports, 
the total investment and financial transactions of these companies may 
be derived. Particular reference should be made to the detailed statements 
of purchases and sales of real estate, bonds and stocks, and of transactions 
in connection with mortgages, policy loans, etc. which appear in Appendix 
E of the 1952 Report, and similarly for other years. This information 
is quite unique, and permits both an exact classification of transactions 
and their measurement at transaction value — this differing from the 
change in book values by the amount of valuation adjustments. 


The Canadian life insurance industry does not confine its activities to 
Canada, however, but carries on a very substantial business in foreign 
countries. The question arises whether the operations of such foreign 
branches of Canadian companies should be included in the National 
Transactions Accounts. In fact, the Balance of Payments defines the 
foreign branches as non-resident and includes transactions between the 
Canadian Head Office and the foreign branches, not the transactions 
between the foreign branches and their clients; a convention very similar 
to the treatment of the chartered banks. In both the life insurance and 
the chartered bank cases, the National Transactions Accounts follows the 
same convention and is thus consistent with the Balance of Payments. 


In the reported statements so far discussed, however, and in the 
supplementary table attached which contains estimates of all transactions 
of Canadian federal companies, transactions of the foreign branches are 
included and some estimate of their magnitude must be made in order 
to exclude them. Fortunately the following types of ‘out of Canada’ data 
are included in the individual company statements. 


Net premium income and considerations for annuities. 
Net disbursements under insurance and annuity contracts. 
Assets and liabilities in detail (except for the classification of bonds). 


With this information, a considerable proportion of total transactions 
can be divided between operations in Canada and out of Canada, and the 
remainder was divided in the following ways. 


1. Investment Income. Investment income received is divided in the 
ratio of earning assets in Canada and out of Canada. Imputed investment 
income paid is subdivided in the ratio of liabilities to policyholders. Any 
difference between receipts and imputed payments is treated as investment 
income passing between Head Office and foreign branches. 
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2. Head Office expenses are distributed in the ratio of gross insurance 
in force plus ten times the new insurance effected on the assumption that 
ten times the resources are required to write new insurance as to maintain 
an equivalent amount of outstanding insurance. 


3. The imputed service to policyholders is distributed in the same 
way as Head Office expenses. 


4. The Shareholders’ Accounts were treated as wholly Canadian. 


5. The foreign currency rate adjustments were assumed to apply wholly 
to out of Canada transactions. 


6. Transactions in Bonds were allocated on a currency of payment 
basis. For Government of Canada, Provincial and Municipal bonds, 
purchases and sales were allocated to Canadian or foreign business on the 
basis of whether they were payable in Canadian dollars or in foreign 
currencies. The amounts for which the currency of payment was not 
specified were allocated in the same proportion as those for which the 
currency of payment was known. Transactions in other bonds were 
allocated residually by deducting the estimates for government bonds from 
the estimates of total bond transactions. 


7. After all the various items relevant to the financial transactions 
account have been allocated to Canadian operations and foreign operations 
Tespectively, a balancing item appears in each account. This is defined as 
the net investment of Head Office in the foreign branches, and is classified 
to the category C4(b), appearing as a debit in the Canadian transactions 
account, and as a corresponding credit in the foreign branches account, 
and thus eventually in Sector XI, the Rest of the World. 


Adjustment for New Entrants 


Three companies became Dominion registered life companies during 
the period 1946-54: 


Co-operative Life Insurance Company — from Saskatchewan registry 
in 1947, 


Alliance Nationale — A Fraternal Benefit Society in 1948, 


The Life Insurance Company of Alberta — from Alberta registry 
in 1951. 


Where financial transactions were estimated from changes in balance 
sheet entries, an adjustment was necessary to exclude the assets and 
liabilities of these companies at the time of their entry. For the first of 
the above companies, a direct estimate of the increment in assets and 
liabilities in 1947 was based on the teported increments in ledger assets 
during the year, and on policyholders’ and company savings. Opening 
balance sheets for Alliance Nationale and for the Life Insurance Company 
of Alberta were found in the Fraternal Benefit Societies Report and the 
Report of the Superintendent of Insurance for Alberta respectively. 
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SECTOR VI (b). PROVINCIAL COMPANIES 


Not all life insurance in Canada is written by companies which are 
Dominion registered, and thus fully documented in the Insurance Reports, 
although they are responsible for a very large proportion of the total. The 
business of companies operating under provincial licence, while considerable 
in absolute amount, is smaller in relative terms. The Insurance Reports 
do contain some data on these companies, in the table on total life insurance 
in Canada, which appears for example on page 123a of the 1952 Report. 
From this table it will be seen that Provincially registered life companies 
in that year received net premiums of approximately $16 million or 4 
percent of the total for Dominion registered companies, and paid net 
claims of $5 million, approximately the same percentage. The time not 
being available to exhaust other sources of information on provincially 
licensed companies, an estimate of their transactions was made by applying 
premium-claim ratios to the transactions account for Canadian companies 
under Federal registration. 


SECTOR VI (c). BRITISH AND FOREIGN COMPANIES 


Just as Canadian companies do much business in foreign countries, 
a number of British and foreign companies do business in Canada. For 
the same reason that the foreign operations of Canadian companies were 
excluded from these accounts, the Canadian operations of these foreign 
companies must be included. At the end of 1952, 41 such companies had 
total liabilities in Canada of over $1.1 billion. 


The Insurance Reports contain information on these Canadian 
operations, and the accounts were prepared in the same or analogous ways 
as for Canadian companies. In some cases, however, the data are not 
available in the same detail, and new methods of estimation had to be 
devised to circumvent this difficulty. The important innovations in method 
were as follows: 


1. It was assumed that certain expenses of the foreign head offices 
were incurred on behalf of Canadian policyholders. These expenses 
were assumed to bear the same relationship to all other expenses 
as in the case of Canadian companies in the same year. 


2. Depreciation of real estate was assumed to be the same proportion 
of real estate assets for both Canadian and foreign companies; 
the amount of depreciation thus estimated is the sole component 
of gross saving in Canada of foreign companies. 


3. In estimating policyholders’ saving, company profits were assumed 
to bear the same relationship to policyholders’ saving as in the 
Canadian companies in the same year. 


4. The balancing item in the current account was treated as apparent 
profit after taxes accruing to Head Office. 
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5. Before 1954, the problem of estimating the transactions in stocks 
and bonds is complicated by the absence of data either on purchases 
and sales or alternatively on capital gains and losses, writeups and 
writedowns. A rough correction of the changes in the balance sheet 
assets was therefore made by assuming that net trading losses and 
writedowns affected balance sheet values to the same degree as in a 
sample of Canadian companies. 


6. The breakdown of bond holdings was not given at the end of 1945, 
and therefore the total increment in bond holdings in 1946 was 
distributed between Government of Canada, Provincial and Muni- 
cipal bonds in the same Proportions as these increments were 
distributed in the Canadian companies. 


SECTOR VII. OTHER FINANCIAL INSTITUTIONS 


Financial intermediaries other than banks and life insurance companies 
are included in this sector, 13 groups were separately tabulated: 


(a) Quebec Savings Banks 

(b) Credit Unions 

(c) Government Savings Institutions 

(d) Trust Companies 

(e) Mortgage Loan Companies 

(f) Central Mortgage and Housing Corporation 
(g) Other Government Lending Institutions 

(h) Instalment Finance Companies 

(i) Small Loan Companies and Licensed Money Lenders 
(j) Investment Companies 

(k) Fire and Casualty Insurance 

(1) Fraternal Benefit Societies 

(m) Government Insurance Institutions. 


Certain financial institutions are not included here, due principally to 
the lack of information. Self administered or trusteed pension funds are 
probably the most important institutions excluded; other enterprises defined 
as financial in the Standard Industrial Classification and not included in 
this sector are holding companies, stock, bond and commodity dealers, 
insurance agents, real estate operation and real estate agents. To the 
extent that these financial transactions are incorporated, they fall within 
Sector III; otherwise, they fall in Sectors I and II. 


SECTOR VII (a). QUEBEC SAVINGS BANKS 


Included in this subsector are the Montreal District Savings Bank and 
La Banque d’Economie de Quebec. The data are taken from the “State- 
ment of Assets and Liabilities of the Quebec Savings Banks” in the 
Canada Gazette. 
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Prior to 1948, holdings of Government of Canada and Provincial 
securities were not distinguished. The estimate for the earlier period 
‘s therefore based on incomplete information. 


Depreciation was estimated as 5 percent of the value of premises 
at the beginning of the year, the figure for “other new fixed capital” being 
adjusted accordingly. 


SECTOR VIi (b). CREDIT UNIONS 


This subsector includes Credit Unions and Caisses Populaires, and 
also the various central societies and federations within the credit union 


movement. 


The main source of information is the annual publication of the Federal 
Department of Agriculture entitled Credit Unions in Canada. Here may 
be found complete balance sheet data from 1947 on — see for example 
Table 9, p. 17 in the 1954 publication. 


This material is compiled from provincial totals which are fairly 
comprehensive, but suffer from certain defects: 


1. The data combine statements of individual credit unions at various 
fiscal year ends. 


2. No detail on the composition of investments is provided. The 
breakdown of investments is consequently based on the following 
arbitrary percentages: 


Government of Canada Securities .. 40% 
Provincial Securities] =i... 30% 
Municipal Securities 2 -aeerserm- tees 15% 
Other #Securities «2. 3 caer 15% 


3. The figures for loans and mortgages provided by the main source 
are not usable, since credit unions in some provinces report a 
combined figure for the two items. C.M.H.C. has made estimates 
of mortgage loans outstanding for 1951-1954, however, on the basis 
of which a more accurate separation was made for those years 
and projected backward to the earlier years. 


4. Depreciation figures were not provided, but were estimated as 5 
percent of fixed assets. 


Before 1947, only shares and deposits information is available, so 
the rest of the account was constructed from the balance sheet published 
in Caisses Populaires by the Quebec Bureau of Statistics. This entailed 

+o extrapolation of minor items. Mt 
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SECTOR VII (c). GOVERNMENT SAVINGS INSTITUTIONS 


“Government Savings Institutions” include the Post Office Savings 
Bank, the Alberta Treasury branches, the Province of Ontario Savings 
Office, and the Newfoundland Savings Bank (since 1949), 


This account is derived from balance sheet data published in the 
Public Accounts of the Government of Canada and the respective Provinces. 
These balance sheets are on the basis of a fiscal year ending March 31. 
For the purposes of the National Transactions Accounts, this fiscal year is 
assumed to be equivalent to the calendar year ending the previous 
December 31. 


The deposit liabilities of these institutions are classified as “other 
institutional deposits”, as are the drafts, money orders, and postal orders 
outstanding. 


The Post Office Savings Bank and the Province of Ontario Savings 
Office place their funds in the hands of the Receiver General and the Pro- 
vincial Treasurer, Tespectively. These funds have been classified as “Special 
Deposits and Trust Accounts”. 


SECTOR VII (d). TRUST COMPANIES 


Included in this subsector are those trust companies whose statements 
appear in the following reports: 


Report of the Superintendent of Insurance for Canada: 
Loan and Trust Companies. 


Report of the Ontario Registrar of Loan and Trust 
Corporations. 


Summary of Financial Statements filed within the office 
of the Inspector of Trust Companies for the Province 
of Quebec. 


The number of companies covered declined from fifty-one in 1946 to 
forty-three in 1954 because of mergers and dissolutions, while no new 
companies were established during the period. The assets of companies 
not covered are believed to be relatively small. 


These trust companies distinguish between three types of funds: 
Company Funds, Guaranteed Funds and Estates Trust and Agency Funds 
(funds under administration). Company Funds include proceeds from 
the capital stock of the company and retained earnings. Guaranteed Funds 
result from the acceptance of deposits from the public and also from the 
sale of non-marketable investment certificates of different maturities; all 
these Guaranteed Fund liabilities are classified in the National Transactions 
Accounts as Other Institutional Deposits. No distinction is made in the 
Accounts between assets purchased with Company Funds and _ those 
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purchased with Guaranteed Funds. The handling of Estates Trust and 
Agency Funds is the main activity of these companies, but since such 
transactions are undertaken on behalf of others, both the liability and the 
assets earmarked against it are omitted from this account. 


Valuation adjustments are impossible to calculate precisely, since the 
published accounts do not record all the necessary data. Transfers to and 
from reserves and surplus have been combined with writeups or writedowns 
and capital gains or losses, and this total then compared with the sum 
of changes in reserves and surplus as shown on the balance sheets. For 
most years, the small difference between the two figures is used to adjust 
changes in surplus and reserves on the liabilities side, and changes in 
unclassified assets. For 1946, however, the difference is so large as to 
merit an adjustment of mortgages instead of unclassified assets. Changes 
in fixed capital have been adjusted for depreciation, and changes in capital! 
paid in cash have been adjusted for premiums on capital stock. 


SECTOR VII (e). MORTGAGE LOAN COMPANIES 


These companies specialize in mortgage lending, and obtain the bulk 
of their funds from deposits and from the sale of guaranteed loan 
debentures and savings certificates. They fall into three groups. The financial 
statements of certain of the larger companies are published in the Reports 
of the Superintendent of Insurance for Canada and of the Ontario Registrar, 
dealing with Loan and Trust companies. Investors Syndicate of Canada 
has also been included, data being taken from the annual reports of the 
company and from Moody’s Bank and Finance Manual. For the third 
group of companies, which are located mainly in the western provinces, no 
complete balance sheets were available, but their total assets and their 
mortgages are included in the tabulations on the operation of Loan Compa- 
nies published by C.M.H.C. With these benchmarks, their balance sheets 
were estimated on the assumption that they were distributed in the same 
way as the Federal and Ontario registered companies. 


Deposits, Loan Debentures and Savings Certificates are all classified as 
Other Institutional Deposits. In the case of Credit Foncier, a substantial 
portion of such liabilities are in foreign currencies, and an attempt was 
made to adjust the changes for exchange rate revaluations on the basis of 
information given in the company’s annual reports. 


While mortgages are shown in the balance sheets after deduction of 
reserves in some cases, values before reserve deductions are stated in 
appendices and were used. Other valuation adjustments, and depreciation, 
were treated in the same manner as in the Trust Company subsector. 
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SECTOR VII (f). CENTRAL MORTGAGE AND HOUSING CORPORATION 


This subsector includes the Operations of C.M.H.C. and V.L.A. 
housing, but excludes Wartime Housing Ltd. (before its acquisition by 
C.M.H.C. on March 31, 1948), Veterans Project Ltd. (Ottawa and 
Toronto), and Housing Enterprises of Canada Ltd. These enterprises 
have not been included, either because of data problems or because their 
activities have been covered elsewhere in the Accounts. 


Expenditure on residential construction under the Veterans Land Act 
in 1946 and 1947 is included as part of business investment expenditure 
in the National Accounts. It seemed appropriate to include these expendi- 
tures in this subsector. These amounts ($15 million in 1946 and $2 million 
in 1947) were matched by credit entries under C4(c) Claims on 
Associated Enterprises. With this exception, this subsector consists of 
C.M.H.C. — the accounts being drawn from the Annual Reports of that 
corporation. The balance sheet titles and corresponding N.T.A. classifica- 
tion are given below. 


ASSETS N. T. A. Code 
os ee eraiieieeee tc Sts aule Cal tb) 
Cash (MIRF) — Bank of CAG aa sat teeame a Sch) 

rn nan Stent, eer opel Cote) 
Government of Canada Securities ............_. C6. (4) 
In guaranteed rentals A/S I) Ai ete C6 (a) 
|8i¢ 9 NANO BA ypaebaly hen Pitan ie alate ia COuCa) 
PCO MCGMMCTest eta tt) tees Misa Sea Oy De Ge) 
SB ccCOUMSERccelvablo: ee NUN ORA RUNDE Te Dac) 
Expenditures recoverable from 
Provincial Governments’. /- . 2). 8%). nw, DRCe) 
Construction fe Denciture stor NRC yee nee Wl Dr tc} 
Due from Minister — CURTent a/c i(nety 1. ek D3) 
Maintenance Material & SUDDlics tc Saat, ae were Bee 
Advances under the Integrated Housing Plan C 4 
Loans under the Housing Acts: a) Seay ere ah iC Ors 
Mortgages & Agreements of Sale .............. G5 
Advances to Municipalities and others on 
Deferred Repayment Terms .............. Ca3n Cb) 
SNES SULT 2 0) Oe aa ea Bo34* 
Real Estate — share in joint ownership ........ BaF 
Office furniture & sundry equipment (gross) B- 35(b) 
FPPC OTC AOU al bats -tncimen. Seechouudin. 4. B (a) contra 
SES SIO ae aan Me ee har De Cd) 


* Real estate may be separated into residential or non-residential by reference to 
the Property Account. To derive investment from these totals, however, involves 
further adjustment including the making of an estimate for transactions in existing 
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LIABILITIES N. T. A. Code 
A/C payable & sundry accrued charges .......- De) 
Accrued Interest ....s..-% ++ «3+ 55 =) sperma as Ly (ey 
Contractors Holdbacks and various deposits 7.0.7 D (a) 
Less lodged with Dept. of Finance .....+++++++>> D (a) 
Prepaid Rents, Services, and Payments .......--- DAC) 
Employees Retirement Fund ...-----+-++-+++++++> re! 
Reserve for Guaranteed Rentals ......-.---++-- C4 .(c) 
Reserve for Purchase Guarantees ......--+++++> C 4 (c) 
Reserve for Home Improvement and 
Extension Guarantees ......-++++-+eeeees C 4 (c) 
Due to Receiver General under Section 30 
CMHC Act’ 2; «sis «cine nae ee G4 7c) 

Estimated Income Tax less Instalment Paid ...... 5D alge) 
Borrowings from Govt. of Canada 

Section. “220 “S. swe 2 teks eee 

Section 37/45. «sh. asuene eeee G4 Ce) 

Section 36/46 .. ... 4 ceahi-ten sees 
Unrealized Capital Surplus & Profits .......... ‘ae 
Capital Paid up = ...... 6.5 S24 <> © tee peng C4"(c) 
Resetve -PUnd) <a¢25 ccs oo eee ete eee ee Cr45"(c) 
Mortgage Insurance Reserve Fund ...........-- C 4 (c) 


** Changes in this item are eliminated in the process of valuation adjustment. 


The main adjustments have been made to fixed assets. The change 
in the unrealized capital surplus account, together with net gains from 
sales and net current assets acquired, have been deducted from the change 
in the fixed assets account. This adjusted change in fixed assets is then 
subdivided into residential construction, the estimate for which is described 
in the category notes, non-residential construction, estimated from the 
property account, and a residual net purchase of existing assets. 


SECTOR VII (g). OTHER GOVERNMENT LENDING INSTITUTIONS 


These institutions include two Federal Companies, the Industrial Devel- 
opment Bank, and the Canadian Farm Loan Board, and a number of 
Provincial organizations, engaged in providing finance to business activities 
in the form of mortgages or other investments. In the case of four Provincial 
institutions, the Fishermen’s Loan Board and the Land Settlement Board 
of Nova Scotia, the Industrial Development Fund of Saskatchewan, and 
the Manitoba Farm Loan Board, complete statements were available; 
for a number of others, of which the most important are the Quebec Farm 
Credit Bureau, the Ontario Housing Corporation, and the Ontario Agri- 
cultural Development Board, the only information available was their 
outstanding mortgage loans, which was supplied by C.M.H.C. These 
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companies are included to the extent of their mortgage loans with a 
corresponding liability being recorded as owing to the Province. 


Most of the transactions recorded for the subsector refer not to the 
calendar year but to the fiscal year ending on the following March 31st. 
Their debits are so classified as to secure consistency between the mortgage 
lending recorded and the C.M.H.C. Mortgage accounts, other financing 
appearing in the categories C3(b) and C7. On the liabilities side, virtually 
all credits have been classified as C4(c). This includes the sale of IL.D.B. 
debentures to its parent company, the Bank of Canada, and these are 
valued at par plus unamortized premiums, thus being consistent with the 
treatment in the Bank of Canada’s accounts. 


SECTOR VII (h). INSTALMENT FINANCE COMPANIES 


Included in this subsector are those companies engaged in the financing 
of purchases of durable goods via conditional sales contracts. This group 
is defined as those companies whose operations are reported in D.B.S., 
Sales Financing, with the exception of licensed money lenders, whose 
operations are included in the next subsector. 


Sales Financing provides information only on retail instalment receiv- 
ables (although a good deal of detail on the composition of these assets 
is to be found there). In order to obtain a more comprehensive picture 
of these companies’ transactions, unconsolidated balance sheets were 
obtained for six of the larger companies, having in total 80 percent of 
the retail instalment receivables of the companies included in this sub- 
sector. For the remaining companies, estimates were made of the other 
balance sheet items by means of the following assumptions: 


1. 10 percent of retail instalment receivables is held in cash, this being 
twice the ratio found in the larger companies. 

2. Wholesale paper increases smoothly from zero at the beginning 
of the period to the known 1954 level. 

3. Unearned Service Charges and Dealers’ Credit Balances are the 
Same proportion of retail instalment receivables as in the large 
companies. 

4. Capital Stock and Surplus rise steadily at an assumed rate. 


5. All other financing is by means of bank loans. 


The principal asset items for these companies are retail instalment 
receivables and wholesale paper. The former is classified of course, as 
C2(b) Instalment Credit, but wholesale paper is classified as “receivables”. 
Since this wholesale financing is the financing of dealers’ inventories — 
principally in the automobile trade — it is short term, volatile and closely 
related to conventional trade credit. 
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The liability items Reserves for Unearned Service Charges and Dealers’ 
Credit Balances are entered as “Special Deposit and Trust Accounts”. 
The first is a suspense account in which service charges are held until 
contracts mature. Dealers’ Credit Balances record the proportion of sellers’ 
commissions that is held back as surety for instalment contracts. 


While these sales finance companies obtain a portion of their funds 
from retained earning or from the sale of stock, the greater part comes 
from bank loans, debentures, term notes, and short term notes. The 
latter three are all classified as ‘other bonds’. Of these, short term 
notes merit further discussion. These notes are issued in maturities 
ranging from 30 to 365 days, and in amounts of $10,000 or more. 
Although these notes are issued only by the larger companies, they have 
become of increasing importance in recent years. 


Since General Motors Acceptance Corporation of Canada Ltd. and 
Canadian Acceptance Corporation Ltd. are subsidiaries of U.S. parents, 
the problem of classification between “investment in associated enterprises” 
and other liabilities arises. Capital stock of G.M.A.C. has been adjusted 
to allow for sales of stock and debentures to its parent company in 1953. 
These liabilities have been reclassified as C4(b). Certain short term funds 
obtained from the parent organization have also been classified as C4(b). 
In the balance of payments, the flows of funds from parent companies are 
included in Direct Investment before 1952; thereafter, the borrowings of 
Canadian finance companies appear under Other Capital Movements and 
have been classified as C6(d), and so there is some inconsistency between 
the two sectors. 


SECTOR VII (i). SMALL LOAN COMPANIES AND LICENSED MONEY LENDERS 


The principal business of these financial institutions is making cash 
Icans to be repaid in instalments. The loans are relatively small and are 
mostly to individuals for non-business purposes. The balance sheets of these 
firms are recorded in the Reports of the Superintendent of Insurance for 
Canada, Small Loan Companies and Money Lenders. These reports, 
however, include only the business of Household Finance Corporation 
in the field of ‘small loans’, those amounting to less than $500 as defined 
in the legislation current during the period of these accounts; its other 
business has therefore been estimated with the help of selected information 
given in the Annual Reports of the parent company. 


The total of ‘small loans’ and ‘other than small loans’ has been re- 
classified into ‘loans’, ‘instalment credit’? and ‘miscellaneous’. The first 
is taken from the detail of consumer credit outstanding as published in 
the Bank of Canada Statistical Summary; estimates were made of the 
instalment credit extended by these companies included in D.B.S. Sales 
Financing; and the rest was left unclassified. 
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On the liability side, the principal entry is ‘borrowed money’. The 
amount of bank loans was estimated from banking sources, and the 
remainder classified as Claims on Associated Enterprises; the largest comp- 
anies in this field are subsidiaries of U.S. firms or of Canadian instalment 
finance companies. Small loan companies and licensed money lenders do not 
issue bonds or debentures, or accept deposits. 


SECTOR VII (j). INVESTMENT COMPANIES 


This subsector consists of a group of investment companies which are 
regularly included in The Financial Post Survey of Industrials. 


Eleven large companies possessing 75 percent of total assets of the 
group were selected as a sample. Data for these sample companies were 
obtained from the Financial Post Corporation Service and the combined 
estimates inflated by the ratio of the change in total assets. 


It was assumed that all securities held were stocks; on the liabilities 
side, a distinction was made between bonds and stocks on the basis of 
the bond issues and retirements of the sample companies. 


SECTOR VII (k). FIRE AND CASUALTY INSURANCE 
Included in this subsector are the following companies: 


1. Canadian Fire Insurance and Casualty Insurance companies in- 
corporated federally. 


2. British and Foreign Fire and Casualty Insurance Companies operat- 
ing in Canada. 


3. Canadian Fire Insurance and Casualty Insurance Companies operat- 
ing under Provincial licenses. 


4. The Fire and Casualty operations of Lloyd’s of London. 


Data on these groups are drawn chiefly from the Report of the Super- 
intendent of Insurance for Canada. Much of the Provincial data has had 
to be estimated employing ratics of given provincial company items to the 
same for federal companies. Figures for Lloyd’s Fire and Casualty opera- 
tions are derived from the account given in the Report of the Super- 
intendent of Insurance for Ontario. 


Whereas the services of Life Insurance Companies have been assessed 
as equal to their expenses plus profits, the services of Fire and Casualty 
Compawies are treated as equal to expenses plus profits minus interest, 
dividends, and net rents received. This is done to maintain conformity 
with the National Accounts treatment of these companies. 


Some Canadian Fire and Casualty Companies have foreign as well 
as domestic business operations. A separation of these transactions was 
made similar in principle to the separation carried out in the Life Insurance 
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Sector. Since information on foreign transactions is largely unavailable, 
estimates have been constructed employing known ratios. 


Most of these companies include depreciation in their general expenses 
account. Rough estimates have been made for this item, based on the 
ratio of depreciation charged to the value of real estate assets for Canadian 
Life Companies. Gross Saving and the increment in the value of real 
estate have been adjusted on the basis of these estimates. 


SECTOR VII (1). FRATERNAL BENEFIT SOCIETIES 


This subsector includes Federally and Provincially licensed Fraternal 
Benefit Societies, and foreign Fraternal Benefit Societies which operate in 
Canada. The main source for the accounts is the Report of the Super- 
intendent of Insurance for Canada. This account was estimated in a 
similar manner to the Fire and Casualty Insurance account. 


SECTOR VII (m). GOVERNMENT INSURANCE INSTITUTIONS 


Included in this subsector are the Export Credits Insurance Corpora- 
tion, the Saskatchewan Government Insurance Office, and the Saskatchewan 
Guarantee and Fidelity Company Ltd. The Annual Reports of Export 
Credits and Insurance Corporation are available for the whole period and 
have been used as the source of information. The Saskatchewan companies 
have been included from 1950 on, when their accounts became available 
in the Annual Report of Crown Corporations in the Province of 
Saskatchewan. 


SECTOR VIII. THE FEDERAL GOVERNMENT 


The Federal Government accounts include both the budgetary accounts 
and the accounts of those extra budgetary agencies which are not deemed 
to be business enterprises and thus included in Sector IV or elsewhere. 
The budgetary accounts will be considered first. 


The prime source of information on the operations of the Federal 
Government is of course the Public Accounts, which contain great detail 
both on the revenue and expenditure of the government and also on its 
financial transactions; and a very detailed balance sheet is presented there. 
For the purposes of the National Transactions Accounts, however, these 
statements are subject to two great disadvantages: on the one hand, the 
Public Accounts do not refer to any calendar year, but rather to the 
fiscal year which ends on March 31st; on the other, their accounting basis 
differs somewhat from the conventional business basis, being specially 
designed to further the basic principles of public and parliamentary control 
and supervision of the financial activities of government. The National 
Accounts made a great number of adjustments to revenue and expenditure, 
both to reach a calendar year basis, and to approach an actual transfer 
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of goods and services basis. These include adjustments to place certain 
transactions such as corporate tax payments on an accrual rather than a 
cash basis; to place others on a disbursements rather than an appropria- 
tions basis; to eliminate transactions in existing real assets, capital gains 
and losses and reserve adjustments; and so on.’ To perform a similar 
operation of adjustment on the financial transactions involves eliminating 
certain balance sheet headings, adding others, and deriving data from a 
variety of sources. The simplest way of explaining the results is to go 
through the sector account and explain the content and source of each 
category entry. 


One general comment of importance, however, concerns the treatment 
of government expenditure on inventories and new fixed capital. In the 
national accounts these are not included in investment, but rather in 
current expenditures on goods and services; in the N.T.A., the opposite 
treatment is accorded them, and in consequence the gross saving of 
government is larger than the surplus recorded in the National Accounts; 
this estimate of the surplus corresponds to saving minus investment. 
Reference should also be made to Sector IV(c), where the treatment 
of the operation of government buildings is discussed. 


Debits 
B2. Change in Inventories. This is the change in the inventories 
of the commodity agencies. 
B3: Gross Fixed Capital Formation. The source for this material 


is Private and Public Investment in Canada, adjusted as 
described in the notes on this group of categories. 


C1(b). Currency and Bank Deposits. Included here are the Canadian 
and foreign currency deposits at the Bank of Canada and the 
chartered banks. Information is derived from the banking 
records, and adjusted for chartered bank float, the amount 
of taxes accruing which are included in chartered bank deposits 
and the revaluations of foreign currency deposits due to 
exchange rate changes. 


Cl(c). Other Institutional Deposits. Deposits at the Quebec Savings 
Banks are taken from their returns. 


C3(b). Other Loans. Loans to National Governments and to the 
I.M.F. and I.B.R.D. are taken from the Balance of Payments. 
Loans to Provincial and Municipal Governments, to Can- 
adian companies and to persons are estimated from the 
Public Accounts and are mostly on a fiscal rather than a 
calendar year basis. Loans to persons have been adjusted 
to exclude mortgage loans. 
3 A statement reconciling the Federal Government surplus as shown in the Public Accounts on 
a fiscal year basis and as shown in the National Accounts on a calendar year basis may be 


found in Table 53 of National Accounts, Income and Expenditure, 1926-1956. See also D.B.S. 
Rereercs Paper No. 39. Government Transactions Related to the National Accounts 1926-1951. 
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C4(c). 


Co. 


C6(a). 


Cé6(d). 


D(a). 


Dic}n 


Credits 
BI(b): 


ly 


C6(a). 


C8. 


Claims on Associated Enterprises: Government. These are taken 
from the accounts for the enterprises which appear in the 
following sectors: IV(a), IV(c), V(a), V(b), VII(f), VII(g), 
and VII(m). 


Mortgages. This information is derived from the C.M.H.C. 
mortgage accounts. 


Government of Canada Bonds. This estimate is derived from 
the records of the holdings of the Government Accounts with 
some modification on the basis of Public Accounts data. 


Other Bonds. Transactions in United Kingdom securities held 
in the sinking fund are included here. 


Transfers of existing real assets. Estimates of the purchases 
of existing real assets and of capital assistance to industry 
were obtained from the worksheets of the National Accounts. 


Recorded Receivables. The principal item in this category is 
accrued corporate taxes, based upon the excess of corporation 
tax accruals over collections published in the National Ac- 
counts reconciliation statement concerning the government 
surplus. A smaller item is the accrued interest on loans to 
national governments estimated from the Public Accounts. 


Other Saving. This is the amount of the Government surplus 
as recorded in the National Accounts, plus the amount of 
Government investment in inventories and new fixed capital. 


Currency and Bank Deposits. Issue of coinage is shown in 
this category. Subsidiary coin is always included as an 
asset by the holder as part of his cash, and is shown 
here as a credit in order to maintain balance in the category. 
No such liability appears in the Public Accounts, for the 
Government accepts no obligation to redeem coins at face 
value. The figures were obtained from the Bank of Canada. 


Government of Canada Bonds. Figures for the debt out- 
standing are taken from the Bank of Canada Statistical Sum- 
mary, and adjusted by deducting an estimate of the discounts 
On issues derived from the Public Accounts. 


Pensions and Insurance. Included here are Government An- 
nuities, as shown in the Direct Estimate of Personal Saving, 
and also the Civil Service, Returned Soldiers, War Damage 
and other Insurance Funds, estimated from the Public Ac- 
counts on a fiscal year basis. . 
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D(a). Transfers of Existing Real Assets. These are derived from the 
National Accounts worksheets and from the accounts of the 
Government enterprises. 


D(b). Special Deposit and Trust Accounts. Included here are a num- 
ber of items, estimated from the Public Accounts. The larger 
ones are the Newfoundland ‘financial surplus’, the Post 
Office net liability for money orders and deposits with the 
Receiver General, Contractors’ Security deposits, and the 
Indian Trust Funds. 


D(c). Recorded Payables. The components of this category are 
interest due and outstanding, interest accrued (since 1953), 
outstanding Treasury cheques and warrants, bank float and 
the amount payable to C.M.H.C. on account of defence 
housing. Since some of these items are recorded on a fiscal 
rather than a calendar year basis, they should not be con- 
sidered separately but rather in conjunction with the residual. 


D(e). Residual. This item balances the accounts. 


The Extra Budgetary Agencies 


Allied War Supplies Corporation ................ 1946 

Miomic PncrsyMore@anada Ltd iene fii. ie ery 1953-1954 
Canadian Broadcasting Corporation .............. 1946-1954 
Canadian Sugar Stabilization Corporation ........ 1948-1950 
Crown Assets Disposal Corporation ............ 1946-1954 
Detence: (onstruction, Limited ...-<.is.. 0s)... 1952-1954 
Eastern Rockies Forestry Conservation Ltd. ........ 1949-1954 
| Fie ALE Lda CT RCEies CP ea ee a 1946 

Peder Dicitict <OmMiNSSON <a. akc. cm orice ok: 1946-1954 
National Battlefields Commission .............. 1946-1954 
Mationaehilmy Boards cai sensi tha, weeleene SB qussicanctie 1949-1954 
sRucboyR cscarchwbtdioyie .tclt-salt tthe slave ne “by, 1946 

Wartime sShipouildimney etd ty a4. eae: 1946-1947 
Wer SUD PesME tC Wes Ek. arene ee 1946-1948 


The above agencies are not treated as business enterprises and are 
included here. Their balance sheets are to be found in the Public 
Accounts. 


None of these accounts is available on a calendar year basis; because 
of this, and because of the difficulty encountered in classification the 
estimates are open to serious question. It may be worth showing their 
contribution to the Sector Account, so that the budgetary accounts can 
be derived by subtraction if required. 
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1946 | 1947 1948 1949 L950 Mi aetoo 1952 1953 1954 

Debit: 
Ci). . —]2.0 | —3.1 | —7.1 1.7 | —4.6 Ld Qa 2.9 1B 
CST irs tie eae 132 1.9 i 3.4] —.7}] —1.2} — .8] —.7} — 2 
CEG) es es 18.1} — .2|] — 4 4.1 |—17.7 1.0 — S25 <3} 
DUG)e acer —16.7 | —38.8 | —8.1 |—12.0 1.9 |—11.1 | —2.5 | —2.5 4 

MOUdl ase 9.4 40.2 14.5 | —2.8 }—21.1 | —9.8 | — .6 Si 1.6 
Credits 
CSA) te mea —4,4 — = = — — 
(DING) ites AsSob =5 == — 33 ral — 
D(C) eee. 4,9 8.7 oe 1.3 | —1.0 aD 3.3 4 D, 
1) (di) eee 2.7 | — .8 | —4.7 3.4 4.5 5.4 13.6 | —9.3 | —20.2 
sii es 

account . —2.8 |—30.7 | —6.3 1.9 |—15.6 | —5.6 DS) 12.0 21.6 

Motaly sees: 9.4 40.2 14.5 2.8 21.1 | —9.8 | — .6 32D, 1.6 


The last line ‘Consolidating Account’ records transactions between 
the government and these agencies which are eliminated by consolidation 
from the Sector Account. It is a matter of little importance whether an 
item appears in this category or in the residual, since the same classifica- 
tion is adopted in the budgetary accounts and thus leads to the same total 
residual when the two are combined. 


SECTOR IX. PROVINCIAL GOVERNMENTS 


This sector includes all Provincial Government departments and 
Provincial farms and hospitals, superannuation or retirement benefit funds 
and Workmen’s Compensation Boards. Excluded are the business enter- 
prises included in Sectors IV(b), VII(g) and VII(m) and certain trust 
funds for which the assets and liabilities are segregated. 


The prime sources of information are the Public Accounts of the 
Provinces, the annual D.B.S. publications Financial Statistics of Provincial 
Governments based upon them, and the reports of special agencies such as 
Workmen’s Compensation Boards and pension funds. The actual proce- 
dure followed was to start with the data given for each province in 
Financial Statistics of Provincial Governments, and then obtain the in- 
formation required for further classification or adjustment and for agencies 
not covered from the other sources. There were in addition some final 
revisions made to the combined provincial government totals where in- 
dependent information on various types of transactions appeared more 
reliable. The fiscal year of all provinces ends on March 31st, and it has 
been necessary to use fiscal year data for each calendar year ending on 
the previous December 31st except in those cases where independent 
estimates were made of Provincial Govenments’ transactions from sources 
other than the Public Accounts. 


Comments on specific categories of transactions follow: 


Debits 
B3(b). 


Ci. 


C4(a). 


G5t 


Co. 


D(a). 


D(b). 


De). 


Credits 
Bree 
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Gross Capital Formation: Non-Residential. Obtained from 
Private and Public Investment. 


Currency and Deposits: In Financial Statistics of Provincial 
Governments, bank overdrafts were netted against cash, and 
so it was necessary to add back the estimate of bank bor- 
rowing. Other Institutional Deposits were taken from the 
Category Account and deducted from cash. 


Claims on Associated Enterprises: Government. The estimate 
of these transactions was taken from the accounts of the 
enterprises. It may be noted that the Ontario Hydro Electric 
Power Commission issued bonds directly to the Province of 
Ontario in 1951, 1952 and 1953, and these are classified 
here rather than in the bond category both in this sector and 
in the Government Enterprise sector. An adjustment was 
made in 1953 on account of the writedown of the debt owing 
to British Columbia by the Pacific Great Eastern Railway. 


Mortgages: Data supplied by C.M.H.C. 


Bonds: Information on the composition of investments held 
by Provincial Governments and particularly by such special 
agencies as pension funds is seriously incomplete, and it had 
to be assumed that total investments were distributed in the 
same manner as those for which a breakdown is available. 


Transfers of existing assets: The large items in recent years 
are composed mainly of receipts of funds by the Province of 
Alberta from companies engaged in the exploration for oil 
and natural gas. 


Special Deposit and Trust Accounts: The principal item 
included here is the money held in trust by the Government 
of Canada for the Province of Newfoundland. 


Recorded Receivables: The information in Financial Statistics 
is supplemented by information from the Public Accounts. 
Some Provinces show amounts receivable from the Govern- 
ment of Canada, arising mainly from shared costs such as 
highways and old age assistance and from transactions under 
the tax agreements. They do not appear as payables in the 
Government of Canada Accounts and are omitted. 


Other Saving: This is the sum of the surplus shown in the 
National Accounts and the investment in inventories and 


fixed assets. 
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C3(a). Bank Loans: Estimated from the banking statistics. 


C3(b). Other Loans: In the pre-war period, the Government of 
Canada advanced money to the four western provinces to 
help finance the cost of relief, and the advances were secured 
by specially issued Treasury Bills. The repayment of these 
advances are shown in this category; they do not reflect the 
decline in the amounts outstanding which occurred in March 
1948 when $71 million were written off. 


Co. Bonds: For the period 1952-1954, the estimates of net new 
issues of bonds by Provincial Governments were based on 
data published in the Bank of Canada Statistical Summary; 
for the earlier period, fiscal year estimates based upon the 
Public Accounts were adjusted to a calendar year basis by 
means of the detailed records of issues and retirements. 
A fuller account of the methods used appears in the notes on 
the category account. 


D(b). Special Deposit and Trust Accounts: Changes in the trust 
funds held by the provinces for which assets are not ear- 
marked appear here; the largest item is the net liability of the 
Province of Ontario for the Province of Ontario Savings 
Office. 


D(e). Residual: This is the result of using independent informa- 
tion in various categories. 


SECTOR X. MUNICIPAL GOVERNMENTS 


Included in this sector are all municipal activities except those 
identified transactions of organizations which have been classified as 
municipal government enterprises. The principal source of information 
is the annual D.B.S. publication Financial Statistics of Municipal Govern- 
ments which is based in turn upon the annual reports of the various 
provincial departments of municipal affairs and on the annual reports of 
cities and commissions. 


Unlike the Federal and Provincial Governments, municipalities general- 
ly prepare their accounts on a calendar year basis, although many school 
districts close their fiscal year on June 30. There are other difficulties 
in the source material however. Assets and liabilities of municipalities in 
the Province of Quebec are reported for the end of 1945 and 1951-1953, 
but not for the end of 1946-1950 and 1954, and estimates for the missing 
years were made by interpolation and extrapolation, except in the case of 
debenture debt for which information is available in the Bank of Canada 
Statistical Summary and of surplus which was adjusted to correspond with 
the drop in funded debt arising from the formation of the Quebec 
Municipal Commission. 
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A further difficulty lies in the classification of assets and liabilities, 
which appear under the following headings in Financial Statistics of Muni- 
cipal Governments. 


Consolidated Assets Consolidated Liabilities 
Cash Bank overdrafts and temporary loans 
Investments Accounts payable: 
Accounts receivable: Sundry 
Sundry (gross) Due to province 
Due from province Due to Dominion 
Due from Dominion Due to special districts 
Due from special districts Debenture debt (gross) 
Taxes receivable (gross) Other long term indebtnedness: 
Property acquired for taxes (gross) Due to province 
General fixed assets (gross) Due to C.M.H.C. 
Due from schools Other 
Due from other boards and Due to schools 
commissions Due to other boards and commissions 
Due from trust funds Due to trust funds 
Other assets. Other liabilities 


Surplus (including reserves and 
investment in capital assets) 


Without additional detail, it is impossible to make an accurate clas- 
sification of these statements into the standard categories of the National 
Transaction Accounts; the large entries under ‘other assets’ and ‘other 
liabilities’ particularly presenting problems. 


Financial Statistics of Municipal Governments for the years 1945-1950 
in Tables 14 and 15 show considerable detail on investment. These were 
used to allocate investments of municipal governments for these years 
and the 1950 ratios were used for the years 1951-1954. Other informa- 
tion is taken from various sources. Gross capital formation is taken from 
Public and Private Investment, municipal hospitals being excluded, and 
gross saving is the sum of this and the surplus shown in the National 
Accounts. Data on bank loans are based in the quarterly classification 
of loans published in the Bank of Canada Statistical Summary, and loans 
from the Federal and Provincial Governments are estimated from their 
Public Accounts. The mortgage estimate was supplied by C.M.H.C. 
Debenture debt which is guaranteed by the Province and therefore clas- 
sified as Provincial rather than Municipal Bonds was estimated from 
D.B.S. Financial Statistics of Provincial Governments. 


It will be noted however that substantial entries appear on both sides 
of the accounts under the heading ‘unclassified transactions’, and the 
residual, which is the result of substituting independent estimates, is 


fairly large. 
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SECTOR XI. REST OF THE WORLD 


The accounts for this sector are derived almost entirely from the Balance 
of Payments statistics which record the transactions between Canadians 
and non-residents on the same conceptual basis as the National Transac- 
tions Accounts. The detail underlying the statements published in the 
D.B.S. publication Canadian Balance of International Payments was made 
available by the International Trade Division of the Dominion Bureau of 
Statistics, and reclassified into the N.T.A. categories. To describe this 
reclassification precisely, the Balance of Payments headings have been 
listed below, with the corresponding N.T.A. category code. 


In three places, however, additional information was obtained in order 
to provide the detail required for classification. The net investment of 
Canadian life insurance companies in the foreign branches less the net 
investment of British and foreign companies in their Canadian operations, 
as calculated in the Life Insurance Sector Account, was entered in category 
C4(b), Claims on Associated Enterprises, Corporate, and an equal amount 
included with opposite sign in the residual in order to maintain the balance 
of the account. 


The net foreign position of the chartered banks is the balance of 
their foreign currency assets over their foreign currency liabilities. From 
the banking statistics, it is possible to estimate the transactions between 
the chartered banks in Canada and non-residents, under such headings as 
foreign currency, deposits at foreign banks, and foreign securities owned 
by the banks; deposits at the chartered banks owned by non-residents; 
and the net investment of the banks in their foreign branches. In order 
to convert the balance of these transactions to the change in the foreign 
position, it is necessary to deduct the Canadian dollar deposits owned by 
non-residents and add the foreign currency deposits owned by Canadians. 
All these various components of the net foreign position may be classified 
into the appropriate N.T.A. categories. Unfortunately, the net foreign 
position calculated in this way differs substantially in many years from the 
estimate which is included in the Balance of Payments, since it has 
not been possible to reconcile the sources of these component estimates 
with the material specifically designed to measure net flows for the Balance 
of Payments. The difference is included in the residual. 


The Official Holdings are similarly the net foreign position (in gold, 
U.S. dollars and sterling) of the Exchange Fund, the Bank of Canada 
and the Government of Canada, and consist of monetary gold and foreign 
currency deposits and securities, less the foreign currency deposit liabilities 
of the Bank of Canada. From the accounts of the three sectors, it is 
possible to obtain the year end balances of these various assets and 
liabilities at their current value in Canadian dollars. The changes in these 
balances reflect not only transactions, however, but also revaluations 
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due to changes in the exchange rate between the Canadian dollar on the 
one hand and the U.S. dollar and sterling on the other. In the earlier 
years, revaluation occurred only on two specific occasions, July Sth, 
1946 and September 20th, 1949, and could be estimated without difficulty; 
after September 30th, 1950, however, the exchange rate was allowed 
to find its own level from day to day. In this period, transactions in the 
various categories were estimated directly by calculating the quarterly 
changes in each item valued in the original currency of payments, and 
converting to Canadian dollars at the average rate of exchange during 
the quarter. When the results are added, the total change in official 
holdings is very close to the Balance of Payments estimate which is 
derived by applying the same method of calculation to the total; and the 
estimate of revaluation of the Exchange Fund’s assets — which comprise 
much the largest part of Total Official Holdings — can be reconciled with 


THE BALANCE OF PAYMENTS WITH N.T.A. CODING 


Balance of 
Payments Code Items N.T.A. Code 
Current Account Balance (as in National Accounts)... Cr Bi 
AT Inheritances and Migrants’ Funds: Receipts......... Dr. C9 
B7 Inheritances and Migrants’ Funds: Payments........ Crics 
D1 Direct Invesiment in Canada. nts een eee Dr. C4 (b) 
D2 Direct Investment broad). Sie cn Dae tek ee tee (Cie, (CA (o) 
IDI) Net Purchases of Canadian Securities by Non-Residents: 
Govermnmentiof Canada BondSa. eee Dr. C6 (a) 
ProvinclaliBondsse reciente eee Dr. C6 (b) 
MiunicipaleBonds ameqarrarte ee ei ee DraCoG) 
Other Bonds 33505223012 os act eee Dr. Cé6 (d) 
S LOCKSS ara Ven Wat oe Siero ear a ee bee Dia 
DOMES Net Sales of Foreign Securities by Non-Residents: 
BOOMs dit. 2?. MeV LG 2 in See Ae oe Bae Cer Cod) 
SS COCK'Si Ba tia eo tT Tee tice ore nee Ee eT ee CraGy 
D9, 10,11,12 Loans and Advances by Government of Canada...... Cra @3i((b) 
D13 Gold and U.S. $ Subscriptions to I.M.F. and I.B.R.D.. CraC@si(ib) 
D14 Change in Canadian $ Holdings of Foreigners: 
Net Non-Resident Deposits: 
With Baniksyiny Gana Gaal aae aan ere DraGlk(b) 
with other financial institutions............. Dr Clic) 
WIthlOUNEES 5,4 pote naseeee Seer ee ts, Saas Cr. D (d) 
FEReaSurys Bil lsirienwiee os woke ne a Pt ee Dr. C6 (a) 
D15 Refunding Loan Proceeds Set Aside for Retirement... See Official 
Holdings 
DiGiomiHin2e «Change in Oficial) Loldinasaeeeme ae eel eee See Below 
DIT Other Capital Movements: 
Loan by U.K. Government to a Canadian Corpora- 
CLOT WE au eney Moc pata One A Se Dr. C3 (b) 
Crm@3i(a) 
Other Long Term Capital Transactions.......... CreaG9 
Cra DG) 
Short Term Canadian Dollar Holdings of I.M.F. Drs@in(b) 
andel BUR: Dera oie aetna en nas nee { Dr. C6 (a) 
Cra @3i(b) 
Bank Balances and other Short Term Funds Crs Cin) 
Abioad eked Se eee ee ee ee. Cre Cold) 
Borrowings by Canadian Finance Companies... . Dr. Cé6 (d) 
Other Short Term Capital Movements.......... Cr Dic) 


*Except Net Foreign Position of the Chartered Banks, for which see below. 
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SUPPLEMENTARY INFORMATION 


N.T.A. Code 
LIFE INSURANCE: NET INVESTMENT IN FOREIGN 


BRANCHES, ..0.ssccecuesed (vhnae s+ ee Cr. C4 (b) 
and contra Cr. D (c) 
NET FOREIGN POSITION: CHARTERED BANKS 


Transactions between banks and non-residents: 


Foreign currency owned by banks, <i... icesmeri eee enna CraGik(b) 
Deposits at non-resident imstitutions. race eee ee tye CraCin(b) 
Non-resident deposits at Chartered Banks: 
Canadian '$ deposits s...-..0.<c 5 «isi sien ersinte te eae Offset below 
Foreign currency depositss.c.nste oa ao see te eer tee Dr. Cl (b) 
Foreign securities owned! byibanKks* pet) eerie ie eee eee Cr. C6 (d) 
Net Investment in foreton. branches~ 7... --- ie er eens Cr. C4 (b) 
Total: Net Bank Debits/Non-resident Credits 
Deduct: Canadian $ deposits of non-residents............... Offset above 
Add: Foreign currency deposits — Exchange Fund........ Offset in official 
holdings 
Foreign Currency — othermresidentsie erties Deducted from 
(ies LOi1 (0) 
Estimated iNet!Foreien’ Position... scene eee 
Residualserror ss. ee ole od od sleus bile uare 0 nn) CR eee Crai(e) 


Net Foreign Position as in D17 above. 


OFFICIAL HOLDINGS: 


© fo) (c HPO MAMA KGS Uh conno Aga cc oser none coce (ies LEI Ey) 
Foreign Currency Deposits* ; :5........ see eee eee Dr. and Cr. Cl (b) 
Foreign Securities ..¢..0525.. 22.0 eset ee ee Cr. C6 (d) 
Sundry Exchange Bund Assets: ... 1 ce ere eae eee Cre DiC) 


— 


* Except Exchange Fund deposits at Chartered Banks, offset against entry under Net Foreign Position: Char- 
tered Banks; and Refunding Loan Proceeds set aside for retirement offset against D15. 


changes in the Exchange Fund’s reported ‘deficit due to revaluation’ and 
‘reserves against outstanding forward contracts’. 


While the attached specification of the manner in which the Balance 
of Payments is classified into the N.T.A. categories is largely self-expla- 
natory, two comments should be added. The first concerns the items which 
are included in the loan categories; these are not a complete catalogue of 
all such transactions between residents and non-residents but only a 
selected few which have been identified, and the categories should be 
interpreted accordingly. The second concerns the classification of items 
into the D account categories. The group of ‘all other transactions in- 
cluding changes in loans and accounts receivable and payable’, while 
including a residual element, largely consists of receivables and payables. 
The series is therefore entered in D(c), as net non-resident payables, with 
the exception of minor amounts included elsewhere, mainly in the loan 
category. The entries in D(e) then consist largely of the irreconcilable 
differences in the estimates of the net foreign investment of the banks and 
life insurance companies. 
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CATEGORY BI (a). CAPITAL CONSUMPTION ALLOWANCES, Etc, 


Capital consumption allowances and miscellaneous valuation adjust- 
ments, the national accounting category which was previously known as 
depreciation and similar business costs, includes the following types of 
charges: depreciation; capital outlays charged to current expense, less 
non-capital outlays charged to capital account such as mining development 
and exploration costs; brokerage fees and real estate commissions; fire 
and other claims; scrap and salvage allowance, amortization and other 
charges to reserves; and bad debt losses. The nature of these charges is 
discussed on page 111 of National Accounts, Income and Expenditure, 
1926-1956. 


The estimates used here are very largely drawn from the national 
income and expenditure accounts. Table 51 of the above source gives a 
breakdown of total depreciation by form of organization. Sector II and 
Sector IV debits are taken directly from the table, the latter being broken 
down into its subsectors from the unpublished detail. Depreciation of 
the financial sectors was based upon the sector sources; in some cases, 
where fixed capital was shown after deduction of depreciation and no data 
on the annual charge could be found, the estimate was derived by taking 
5 percent of the book value of fixed capital, this being the ratio permitted 
on structures in the income tax regulations. For non-financial corporations, 
the total shown for corporations in the National Accounts table was 
reduced by the estimate for the financial sectors. 


CATEGORY Bi (b). OTHER SAVING 


Included here are personal saving, the retained earnings of corpora- 
tions, government saving and the current account deficit. 


In general, government business enterprises are deemed to pay all their 
current earnings ‘to their parent governments, and so their retained earn- 
ings are zero. The Canadian Wheat Board is a special case, however, 
since its earnings ultimately accrue to the farmers but are not deemed to 
enter farm income in the current period. For Sector IV, therefore, the 
entry in this category consists of the ‘adjustment on grain transactions’ 
which appears in the National Accounts. 


Estimates of the retained earnings of the financial sectors are based 
upon their own source material, and deducted from the National Accounts 
estimate of corporate retained earnings to provide the estimate for non- 
financial corporations. 


Government saving in the National Transactions Account equals the 
surplus on the National Accounts basis plus an amount equivalent to 
Government fixed capital formation and inventory change, which are 
treated in the N.T.A. as capital rather than current expenditures. 
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CATEGORY BI (c). RESIDUAL ERROR OF THE NATIONAL ACCOUNTS 


The gross residual error of the National Accounts, the sum of the 
two halves which are entered with opposite signs on the two sides of the 
Accounts, is shown as part of the gross savings of the non-financial 
corporate sector for the following reason. Total gross saving of the business 
sector is estimated by deducting expenditures from receipts; it is the 
balancing item in the A account. Independent estimates are available 
however of the depreciation and retained earnings of corporations, and 
appear in Bl(a) and B1(b). The residual error is necessary in order 
to reconcile these independent estimates of the components with the 
residual estimate of the total. 


CATEGORY B2. CHANGE IN INVENTORIES 


The transactions appearing in this category include the value of the 
physical change of inventories as recorded in the National Accounts, 
and in addition the change in certain government inventories. All transac- 
tions are entered as debits; the sum of these debits and the debits recorded 
in Category B3 equals total gross saving, or the balance of credits over 
debits in Category AS, Goods and Services, n.e.i. 


The Federal government sector’s debits represent the change in the 
inventories of certain commodity agencies, published for some years in 
the National Accounts publications; see footnote 2 to Table 9 in the 
1926-50 publication. Provincial government sector debits were derived 
from that sector’s sources. The total value of physical change of inventories 
in the business sector was divided between the sectors as follows. All 
‘Grain in Commercial Channels’ was assigned to the Canadian Wheat 
Board in Sector IV(a). The inventories of other government enterprises 
in Sector IV and of C.M.H.C. in Sector VII were estimated from their 
balance sheets. Unincorporated business debits were estimated by adding 
the following percentages of inventory change by industry: 100 percent 
of Agriculture, 17 percent of Wholesale Trade, 55 percent of Retail Trade 
and 5 percent of Manufacturing. All remaining debits were entered in 
Sector III. 


CATEGORY B3(a). GROSS FIXED CAPITAL FORMATION: RESIDENTIAL 


The total of residential construction expenditures shown in this 
category equals the total shown in Private and Public Investment in 
Canada, but is larger than the total shown in the National Accounts which 
does not include government housing expenditures. 


Total debits for Sectors VII and VIII were obtained from Central 
Mortgage and Housing Corporation. From 1950 on, the relevant informa- 
tion is contained in Canadian Housing Statistics published quarterly by 
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C.M.H.C. (see Table 13 of the 3rd quarter, 1957 issue). The total for 
Government Departments, which is the Sector VIII total, mainly consists 
of housing for married service personnel constructed for the Department 
of National Defence. The Government enterprise total includes construc- 
tion under the Federal-Provincial Agreements and Veterans’ Rental Housing. 
The total has been assigned to Sector VII(f£) which includes Central Mort- 
gage and Housing Corporation and housing operations under the Veterans’ 
Land Act which amounted to $15 million in 1946 and $2 million in 
1947. 


The Government enterprise total was deducted from the total of 
residential construction shown in the national income and expenditure 
accounts, and the remainder allocated 5 percent to Sector I[I and 95 percent 
to Sector II. All investment, it will be recalled, is a function of business 
in the National Accounts, and therefore the main bulk of housing 
expenditures appears in the unincorporated business sector rather than the 
Consumer sector. 


CATEGORY B3(b). GROSS FIXED CAPITAL FORMATION: NON-RESIDENTIAL 


New non-residential construction and machinery and equipment ex- 
penditures are combined in this category, the basic source of data for 
which is Private and Public Investment in Canada published by the 
Department of Trade and Commerce. Total capital expenditures reported 
in Private and Public Investment in Canada are larger than the cor- 
responding expenditure included in the National Accounts which treat 
as current expenditure the acquisition of fixed capital assets by the Govern- 
ment sectors. In the National Transactions Accounts, however, Govern- 
ment capital expenditures are shown as such and total debits in this 
category are therefore equal to the Private and Public Investment in 
Canada total. 


Sector II. Unincorporated Business: 


Unincorporated business investment was estimated by applying certain 
fixed percentages to various industrial and institutional categories shown 
in Private and Public Investment in Canada. These percentages are listed 
in the description of Sector I and II accounts, on page 514 above. 


Sector III. Non-Financial Corporations: 


The balance of total capital expenditures recorded in Private and 
Public Investment in Canada, over and above the estimates for unincor- 
porated business, government enterprises, financial institutions and govern- 
ments, is allocated to non-financial corporations. 
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Sector IV. Government Enterprises: 


The estimate for ‘government owned enterprises’, which is given by 
level of government in Private and Public Investment in Canada, is 
adjusted to exclude the Bank of Canada, which is included in Sector Ne 
and the Canadian Broadcasting Corporation which is included in Sector 
VI. 


Sector V. Banking: 


Independent estimates are made for the Bank of Canada and the 
chartered banks from their own sources. An adjustment is made to the 
sector as a whole in order to convert the total to the Private and Public 
Investment in Canada series on banking.* An equal and opposite adjust- 
ment is made to transactions in existing assets in order to maintain balance 
within the sector. 


Sector VI. Life Insurance: 


This estimate was derived from -the statements contained in the. 
Insurance Reports. 


Sector VII. Other Financial Institutions: 


Preliminary estimates for each group of financial institutions were 
made from their own statements, increasing the change in the book value 
of fixed assets by an estimate of depreciation where necessary, and these 
appear in the subsector statements. An adjustment was made to the 
sector as a whole, however, in a similar fashion as in the banking 
sector, for the difference between the Private and Public Investment in 
Canada series for ‘Insurance, Trust and Loan Companies’ after deduction 
of the life insurance company estimate, and the preliminary estimates for 
the corresponding subsectors. 


Sectors VIII-X. Governments: 


Estimates of capital expenditures by Government departments and 
institutions are given by level of government in Private and Public Invest- 
ment in Canada. Certain modifications were necessary: investment by 
the C.B.C. which falls within the government rather than the business 
sector was added to the federal government series; on the other hand, 
expenditures on provincial universities and municipal hospitals were 
deducted from the Provincial and Municipal Government series. 


CATEGORY Cl (a). GOLD 


The transactions in this category refer only to monetary gold. When 
gold is mined, a physical commodity is produced, and to the extent that 
gold passes into the hands of fabricators of jewelry and other finished goods 
for sale, it retains the nature of a commodity and such transactions appear 


4 It may be noted that the Bank of Canada is included in ‘banking’ in the industrial classification 
and in ‘government owned enterprises’ in the classification by form of organization. 
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in the non-financial accounts. When gold passes into the hands of the 
Exchange Fund, however, it appears as a capital asset and this increase 
is not considered to be a part of good domestic investment; thus it has 


to be considered a financial asset, and at that point becomes monetary 
gold. 


The way in which this transformation is accounted for is to assume 
that all newly produced gold which does not pass into the hands of 
fabricators is exported, and commodity exports are in fact so defined. 
Then the gold which passes into the hands of the Exchange Fund is 
assumed to be a financial claim upon the rest of the world. Thus when 
gold is sold to the Exchange Fund the N.T.A. registers this fact with 
six entries: in category A5 the producer is credited, the Rest of the World 
is debited, in category Cl(a) the Rest of the World is credited and the 
Exchange Fund debited, in category C1(b) the seller is debited and the 
Exchange Fund credited. 


CATEGORY Cl (b). CURRENCY AND BANK DEPOSITS 


This category includes subsidiary coin, and the bank note and deposit 
liabilities of the Bank of Canada, the chartered banks and foreign banks. 
It is possible to separate these items on the liability side of the account, 
but not on the asset side since the holders normally do not distinguish 
between the different parts of their cash holdings. What detail is available 
is shown in the category tables. 


Subsidiary coin is issued by the Mint through the Bank of Canada, 
and appears as a credit of the Government of Canada. As is explained in 
the notes on the Government of Canada account, this presentation does 
not follow the conventions of the Government’s own accounting system, 
which does not recognize coinage outstanding as a liability but takes the 
mint gain on coinage into current revenue. The change has been made, 
however, to secure consistency with the accounts of those in possession 
of the coins who treat them as financial assets. Most bank notes in circulat- 
ion have been issued by the Bank of Canada, but there are still some 
chartered bank notes outstanding although the liability for them was taken 
over in 1950 by the Bank of Canada. Bank liabilities have been distinguished 
in the detailed tables between Canadian currency and foreign currency 
liabilities, most if not all of the latter being in the form of deposits. Chartered 
bank deposits are shown after deduction of bank float, but Bank of 
Canada deposits are not. 


Most debit entries have been derived from the sector sources, but 
Provincial Government deposits at the chartered banks are taken from 
the banking returns, and Government of Canada deposits are comparable 
with the figures shown in the banking statistics after adjustment for float 
and accrued taxes. In accordance with the convention that Sector II holds 
no liquid assets, no entry is made there and the Sector I estimate is obtained 
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residually. The detail of Sector I’s holdings are derived by assuming that 
this sector owns all personal savings deposits and 95 percent of the currency 
outside banks. 


CATEGORY Cl (c). OTHER INSTITUTIONAL DEPOSITS 


Included in this category are the deposits of the various savings institut- 
ions, postal orders outstanding, and non-marketable securities, such as 
the savings certificates of Investors Syndicate, investment certificates, and 
loan debentures. Naturally, all credits in this category are liabilities of 
Sector VII. 


Most of these deposits are owned by individuals and by non-financial 
corporations. Some information on the debt of other sectors is known, 
however — Quebec Savings Banks report deposits of the Government of 
Canada, Alberta Treasury Branches report the deposits of Provincial 
Governments, and estimates of non-resident deposits with trust and loan 
companies were obtained. The sum of these figures amount to only one 
percent of the total. 


The split of the remaining 99 percent of the debit items is based on 
the following percentages: 


Post Office Sayings Bank”... . 2... 4 eee 
Ouebec ‘Savings Banks. ..., 9 eee 100 percent to Sector I 
Credit Unions >... 0) eee eee 


Newfoundland Savings Bank — 75 percent to Sector I, 25 percent to 
Sector III. 


Province of Ontario Savings Office — 90 percent to Sector I, 10 per- 
cent to Sector III. 


Trust & loan companies — all of the savings certificates of Investors 
Syndicate plus 70 percent of the deposits and related liabilities of other 
Trust and Mortgage Loan companies to Sector I; the rest to Sector III. 


CATEGORY C2 (a). CONSUMER CHARGE ACCOUNTS 


The consumer credit statistics published in the Bank of Canada Statistic- 
al Summary contain a series of estimates of charge accounts outstanding, 
upon which this category is based. The estimates are drawn from D.BS. 
Retail Credit and exclude the charge accounts of certain categories of retail 
dealers whose credit is extended mainly to farmers or other business rather 
than to consumers. Prior to 1948, no separation of retail charge and 
instalment credit was published, and had to be estimated in the light of 
the 1948 breakdown and data in the 1941 census. 


All credits are of course assigned to Sector I. Debits are distributed 
between Sectors II and III on the assumption that all department stores 
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are incorporated, and that one-half of the credit in other categories is on 
the books of corporate dealers. 


CATEGORY C2 (b). INSTALMENT CREDIT 


Instalment credit is extended both by retail dealers and by specialized 
financial institutions. Retail dealers’ instalment credit is estimated from 
D.B.S. Retail Credit, the portion included in the consumer credit statistics 
being assigned to Sector I and the remainder to Sector IJ. The methods 
of distributing the debits and estimating the total before 1948 are the same 
as those used for charge accounts. 


Instalment credit extended by financial intermediaries is taken from 
D.B.S. Sales Financing. A small amount is provided by small loan companies 
and licensed money lenders and the rest by instalment finance companies. 
In Sales Financing a great deal of information is given on the types of goods 
financed in this way, and it is assumed that all the financing of consumer 
goods is a liability of Sector I, and all the financing of commercial and 
industrial goods is a liability of Sector II. Before 1947, estimates had to 
be made on the basis of the consumer credit statistics and information 
supplied by some of the larger finance companies. 


CATEGORY C3 (a). BANK LOANS 


Bank loans are so defined as to include only the loans made by 
chartered banks in Canada. Loans made by other financial institutions, 
including savings banks, are classified as other loans. 


The credits of Sectors I, II, IX and X have been derived from the 
quarterly classification of loans in the Bank of Canada Statistical Summary. 
The estimate for Sector I is obtained by adding loans to “religious, edu- 
cational, health and welfare institutions” and “personal” loans. Sector H 
estimates are calculated by applying the following percentages to certain 
classes of business loans: 


FAIS ES pera icy cvea st otf vleans, lteatar tie tele oedi de 100 percent 
Ghemicaland:Rubbert Products: ic .8% sea: 1 i 
Food, Beverages and Tobacco .......... 14 * 
POreStePLOCdUCIS IE aicaticns)s as, siselaiom et. 10 4 
BSITHMOLE Pe CARE tee TL ee ie 10 a 
Ironvand: SteclProductsvoc). -:% 20a. ae ons 2 é 
Textiles, Leather and Clothing ..........- 10 § 
Others Widustrial y Products. | tte aen econ. 10 rs 
MerChanciSel Se, Cacressrcrue oes etn, «tee cumatens ose 50 . 
Constructions Contractors an.) Mesa. ew? 50 Ai 


Other Business Gees Bene Oe AR Sears 50 i 
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The credits for Sectors IV, VI, VIL and XI are taken from the respect- 
ive sector sources. The Sector III estimate is then obtained as a residual. 
These residual estimates, for most years are similar to estimates derived 
from Taxation Statistics, the two series being as follows: 


Residual Estimate Estimate based on 
Taxation Statistics 
(millions of dollars) 

L4G ira cee 69.1 66.9 
19478 220 aa 25237 Zao 
1948; cee eee 69.8 57.8 
LOG  ... . ecak cee 4.0 40.5 
£950)"\,..55,0 oe 224.1 223.9 
LOD) sore eee 206.5 254.1 
LOS 2 iyen ge een erie 92.7 ttO.7 
(02 Ta Ts pT Ra 345.4 262.6 
1 et: He tegen ean fo be 37.9 189.6 


Adjustments have been made to allow for the inclusion of Newfoundland 
in 1949, and to reverse the deductions for hidden reserves in 1953 and 
1954 but not in other years. The Newfoundland adjustment has been 
arbitrarily allocated 50 percent to Sector I, 40 percent to Sector II, and 
10 percent to Sector III. The adjustments for hidden reserves are based 
upon the average distribution of outstanding loans. Since the loan class- 
ification was not available at December 31st until 1947, some arbitrary 
estimation was required in the first two years, taking into account the 
change in total bank loans, the classifications at October 31st and the 
sales of Victory and Canada Savings Bonds. 


CATEGORY C3 (b). OTHER LOANS 


Included in this category are loans except the loans of chartered banks. 
Some cf the more important items are loans to other national governments, 
to international organizations, and to provincial and municipal govern- 
ments by the Government of Canada; the policy loans of life insurance 
companies and fraternal benefit societies; credit union loans; the loans of 
small loan companies; the loans of provincial governments to municipal 
governments. 


The information on Government of Canada and provincial government 
loans is obtained from the Public Accounts. The extensive to-whom 
from-whom detail is derived from the various sector and subsector 
accounts, though certain arbitrary assumptions have been made. The 
split of credit union loans between Sectors I and II is the same as that 
used in the consumer credit statistics published in the Bank of Canada 
Statistical Summary. The loans of other government savings institutions 
are split fifty-fifty between Sectors I and III. All loans by small loan 
companies are assumed to be made to consumers. 
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CATEGORY C4 (a). CLAIMS ON ASSOCIATED ENTERPRISES — 
NON-CORPORATE 


This category provides the link between the consumer and the 
business aspects of individuals’ transactions. It is the balancing item in 
the Sector II account, and appears in the Sector I account also as an 
indication of the increase or decrease in the equity of individuals in their 
businesses. Its nature is conventional, however, and its size depends 
upon the assumptions one makes as to what transactions are business. 
The unincorporated business account is constructed by including only 
transactions which can be specifically identified as business transactions, 
and by assuming that all net earnings of the business are paid out to the 
owner. Thus unincorporated business has no liquid assets, and it saves 
only an amount equal to depreciation. Furthermore, residential construc- 
tion and mortgage borrowing are treated as business activities. All these 
conventions affect the equity in the business and its rate of increase. 


Another consequence of this treatment is that the Sector IL account 
can contain no residual; any errors of estimation are transferred to Sector 
I through this account, and are thus included in the Sector I residual. 


CATEGORY C4 (b). CLAIMS ON ASSOCIATED ENTERPRISES — CORPORATE 


In this category are recorded financial transactions between parent 
companies and their subsidiaries. Their financial interrelationships may 
take the form of stocks, bonds, loans, or accounts payables; but the 
special significance of parent-subsidiary transactions merits their segrega- 
tion in this category. The transactions recorded are in fact largely of a 
long term nature. 


The major items included here are investment by non-financial corpora- 
tions in their subsidiaries, and direct investment in Canadian non-financial 
corporations by foreign parent companies. Other transactions of signifi- 
cance are the investment of Canadian chartered banks and life companies 
in their foreign branches, the investment of non-residents in Canadian 
instalment finance and small loan companies, and the investment of instal- 
ment finance companies in subsidiary small loan companies. 


The Sector III debits have been estimated from Taxation Statistics, 
while Sector III credits have been obtained as a residual after all other 
transactions in this category have been estimated. While the parent 
organization normally distinguishes investment in subsidiaries from other 
investments, the subsidiary does not tend to divide its liabilities between 
stocks and bonds owned by the parent and owned by others. 


Other debits and credits are taken from the sector sources. 
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CATEGORY C4 (c). CLAIMS ON ASSOCIATED ENTERPRISES — GOVERNMENT 


This category is similar to C4(b), and includes the claims of govern- 
ments on their enterprises and the claims of government enterprises on 
their subsidiaries. 


In some cases, the enterprise reports larger liabilities under loans and 
investments than the parent government reports assets. This occurs when 
the government has charged material and equipment to current expenditure 
and then transferred these assets to the enterprise. The enterprise capitalizes 
them, however, and shows a corresponding liability. In order to maintain 
balance in this category, the transfer of the assets to the enterprise has 
been entered as a sale of existing assets and an equivalent claim upon 
the enterprise. When the advance is repaid, the government includes 
in current revenue an allowance for ‘refund of previous expenditure’; and 
again this treatment is modified by eliminating the revenue entry and 
entering a reduction in the claim on the enterprise in this category. Such 
repayments are particularly important in connection with the liquidation 
of the wartime corporations. 


Government enterprises with the exception of the Canadian Wheat 
Board retain none of their profits after depreciation in the conceptual 
framework of the National Accounts. The difference between the profits 
earned and the profits actually transmitted to the parent government in the 
year is therefore included as a credit in this category. Accrued corporate 
income taxes, which have been levied on federal government enterprises 
since 1952, are not included here however, but rather under payables in 
the same way as the accrued taxes of private corporations. 


CATEGORY C5. MORTGAGES 


Loans secured by real property mortgages and in some cases by chattel 
mortgages, and agreements of sale are recorded in this category; mortgage 
bonds are not included, appearing under the appropriate bond category. 


Intensive study of these transactions has been made by members of 
the staff of Central Mortgage and Housing Corporation, who have been 
most helpful in the preparation of these estimates.5 Some of these estimates 
have not previously been published, and should be taken only as indica- 
tions of the orders of magnitude. In some cases, an estimate can be 
made directly from the sector sources, but in others the distinction between 
mortgage and other transactions could only be made with their advice. 


One of the features of this account is the imputation of all mortgage 
borrowing by persons to Sector II rather than Sector I. Owner-occupiers 
are deemed to buy and finance their houses in a business role, and rent 
their homes to themselves as consumers. The only mortgage transaction in 


5 Mortgage Lending in Canada and Housing in Canada published by C.M.H.C. contains much 
information in this field. 
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which consumers engage is mortgage lending. Such debits can occur for 
investment Purposes, and include the acquisition of mortgages by private 
pension funds and estates, trust and agency funds administered by trust 
companies, all of which are included in this sector; and may also occur 
when an individual sells his house and provides some finance to the new 
buyer, normally in the form of a second mortgage. The estimate of such 
mortgage lending by persons, and of non-financial corporations’ mortgage 
transactions was supplied by C.M.H.C. Sector II’s mortgage borrowing 
was calculated residually in order to balance total debits and total credits 
in the category. 


CATEGORY C6. BONDS and C7. STOCKS 


Before discussing these categories in detail, one or two general com- 
ments are necessary. In numerous instances it has proved difficult to 
distribute the investments held by transactors between the various types 
of bonds and stocks, more or less arbitrary methods of estimation being 
required. Care should be taken to check with the notes on the sector 
account before placing too much reliance on the investment patterns shown 
for specific sectors or subsectors. In the case of the non-financial corporate 
sector, data on the holdings of Government of Canada bonds could be 
found, but there seemed no way of splitting other investments and thus 
only a single total is shown in each year for C6(b-d) and C7. Since the 
consumer sector’s transactions in these categories are derived residually, 
a similar grouping is necessary there as well. In the following tables, a 
combined debit for Sectors I and III is shown in each sub-category except 
C6(a), being the difference between total credits and the debits of Sectors 
IV-XI inclusive, and these are subsequently combined and allocated in 
toto to Sectors I and III separately. 


Bonds are classified into the four sub-categories according to whether 
they have been issued or guaranteed by the Government of Canada, 
Provincial Governments, Municipal Governments or others. For example, 
a bond issued by the C.N.R. but guaranteed by the Government of Canada 
is classified as a Government of Canada bond. The reason for this method 
of classification, which is generally adopted in existing financial statements 
and statistics, is that a bond which is guaranteed by a government acquires 
the character of that government’s bonds in the eyes of investors, even 
though it is someone else’s primary liability. 


It is in the field of bonds and stocks that the largest difficulties arise 
in moving from changes in balance sheet entries to transactions on a 
purchase or sale price basis, and the discussion of valuation on pages 
488-90 is particularly relevant to these categories. 
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CATEGORY Cé6 (a). GOVERNMENT OF CANADA BONDS 


Government of Canada bonds are defined to include Treasury Bills, 
Treasury Notes and Deposit Certificates; other unmatured market issues, 
non-market debt, including Canada Savings Bonds, War Savings Certificates 
and Refundable Tax; matured and outstanding debt; and guaranteed un- 
matured funded debt. Par values have been adjusted by the deduction of 
discounts below par at the time of issue, and foreign currency issues and 
retirements have been expressed at the current rate of exchange. 


Debits have been estimated from sector sources, except in the case 
of Sector I which is estimated residually. 


CATEGORY Cé6 (b). PROVINCIAL BONDS 


The methods of estimating the credit entries in this category were 
as follows: 


Sector IV: Government Enterprises. The net new issues of provincially 
guaranteed bonds were obtained from the detailed records of bond issues 
and retirements maintained by the Bank of Canada. The largest issuers 
are of course Ontario Hydro and Quebec Hydro. The differences between 
the series derived in this manner and the series obtained from the reports 
of the companies were mostly accounted for by the fact that Ontario Hydro’s 
fiscal year ended on October 31st until 1950 when the calendar year basis 
was adopted. 


Sector IX: Provincial Governments. Two separate methods of calculating 
the changes in the funded debt of provincial governments were used. 


(1) 1946-1951. During this period, estimates published by the Bank 
of Canada included additions to sinking funds as retirements. It was 
not possible in the time available to obtain satisfactory reconciliations 
between this series and changes in funded debt recorded from the 
Public Accounts. The following approach was therefore used. Changes 
in funded debt excluding Treasury Bills were recorded from Provincial 
Government Sector worksheets on a fiscal year basis. A calendar 
year adjustment was then calculated from the Bank of Canada 
records and applied to the fiscal year series. Changes in Treasury 
Bills from the sector worksheets were then included to give the 
change in total debt. It should be noted that Treasury Bills issued 
directly by the Provincial Governments to the banks and to the 
Federal Government are not included in this category, but in loans. 


(2) 1952-1954. In this period, the new issue and retirement data collected 
by the Bank of Canada exclude sinking fund transactions and were 
used, after the addition of Treasury Bill transactions as before. 


THE NATIONAL TRANSACTIONS ACCOUNTS 


Sector X: Municipal Governments. Changes in the estimates of mun- 
icipal debt guaranteed by the provinces contained in D.B.S. Financiai 
Statistics of Provincial Governments were used. 


Bonds issued by charitable organizations and guaranteed by the provinces 
are excluded, since the amounts involved were small, and the information 
available incomplete. The issues of such organizations are further discussed 
in C6(d) below. 


The various sources from which the net issues of provincial direct and 
guaranteed securities were taken are not wholly consistent, particularly 
insofar as the calendar year adjustments are concerned. Where such adjust- 
ments are made, they are only approximate, and the issues of municipalities 
are on a fiscal year basis, which is not in all cases the same as a calendar 
year basis. Estimates of the issues of government enterprises should be 
the most exact. It is to be hoped that further work on the reconciliation 
of the various sources of data can be carried out at some future date. 


CATEGORY C6 (c). MUNICIPAL BONDS 


Net new issues of unguaranteed Municipal bonds by municipalities have 
been estimated by deducting the amount of provincially guaranteed issues 
from the total derived from D.B.S. Financial Statistics of Municipal 
Governments. Issues of the Quebec Municipal Commission are included 
because the lack of data prevents their removal. 


CATEGORY Cé6 (d). OTHER BONDS 


Included here are the net new issues of Canadian companies and the 
transactions in foreign securities. The credits of Sector IV and Sector 
VII were derived from the sector sources; in the case of Federal Govern- 
ment enterprises, the transactions consist of the net new issues of non- 
guaranteed securities, notably equipment trust certificates, DyrtherG NERS 
and in the case of provincial enterprises, the principal transactions are the 
retirement of outstanding issues of Montreal Light, Heat and Power 
Company and Beauharnois Light, Heat and Power Company, following 
their purchase by the Quebec Hydro-Electric Commission. The issues of 
financial enterprises do not include the change in the outstanding guaranteed 
investment certificates and loan debentures of trust and loan companies 
which are classified as ‘other institutional deposits’. Estimates of Sector 
III credits were derived by adding the short term issues of instalment 
finance companies to the net new issues of corporate bonds and debentures 
as published by the Bank of Canada, and then deducting the credits of 
Sector IV and Sector VII. 


The net purchases of foreign bonds by Canadians is estimated from 
the Balance of Payments. The largest proportion of these transactions is 
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the purchase of short term U.S. government obligations by the Bank of 
Canada and the Exchange Fund. 


Net new issues of bonds by such non-profit institutions as religious and 
educational institutions should be included in the Sector I account, but 
have been omitted for lack of data. Some such issues are recorded in the 
new issue and retirement data published in the Bank of Canada Statistical 
Summary but the coverage is known to be incomplete. Since the debits 
of Sector I are calculated residually, the amounts of such issues are in 
effect omitted from both sides of that sector’s accounts. 


CATEGORY C7. STOCKS 


In this category are included transactions in preferred and common 
stocks. Sector III credits are obtained from the Bank of Canada series 
of net new issues of preferred and common stocks, after adjustment for 
items included elsewhere. Other credit items are taken from the sector 
sources. Where part of the proceeds of an issue is accounted for in the 
balance sheet as capital surplus paid in rather than as an addition to the 
capital account, it is included in this category; see for example the treat- 
ment of new issues by the chartered banks. 


CATEGORY C8. INSURANCE AND PENSIONS 


This category was designed to include all consumer contractual saving 
via the acquisition of rights in life insurance, pension and annuity con- 
tracts, but in fact the coverage of this type of transaction is quite incomplete. 
The principal transactions included are savings entrusted to life insurance 
companies and fraternal benefit societies and net purchases of Federal 
Government Annuities. Savings going into private pension funds are only 
included to the extent that such funds are invested in the group annuity 
contracts sold by the former agencies; where the pension fund is admin- 
istered by trustees who invest the inflow of funds directly in securities, the 
contractual saving is not recorded and the investments appear as if they 
were made directly by consumers. 


Life insurance savings are defined as premiums paid less claims 
received plus the investment income earned by the companies’ and 
societies’ assets less their administrative expenses and profit. Thus they 
represent the whole gain of policyholders in the equity of their contracts, 
and are consistent with the concepts employed in the national income 
and expenditure accounts. 


The omission of private pension funds from the catalogue of financial 
institutions is a very serious one, and adds further difficulty to the inter- 
pretation of the consumer sector’s accounts. A survey of this field was 
made in 1953, and the results were published in D.B.S. Reference Paper 
No. 54. Survey of Canadian Trusteed Pension Funds, 1953. No continuous 
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data for the period are available, however, and this is a serious short- 
coming of Canadian financial statistics. 


The transactions of government pension funds are also excluded, but 
in this case more for conceptual than statistical reasons. In the National 
Accounts, personal income is defined as including the salaries of govern- 
ment employees Jess their contributions to pension and superannuation 
funds plus the receipts of pensions by retired civil servants. The excess of 
contributions over benefits is thus defined as part of government saving 
rather than personal saving; and so this treatment is quite different from 
the treatment of non-government pension transactions. 


In certain cases, pension liabilities were observed on the statements 
of employers without any corresponding assets which could be netted out 
against them. Such liabilities are small and normally arise only where 
the establishment of independent funds are being prepared or where 
new employees serve a probationary period before qualifying for the pension 
plan; they are included in this category. 


CATEGORY C9. FOREIGN INHERITANCES AND MIGRANTS’ FUNDS 


This category covers those transactions rising out of transfers of funds 
by immigrants and by inheritances from Canada to the Rest of the World 
and from the Rest of the World to Canada. The Balance of Payments 
treats these items as well as the more current remittances of income to 
friends and relatives as current account transactions, but the National 
Accounts regard them as capital transfers, and hence not as part of 
current income or expenditure. They are consequently treated here as 
financial transactions in the National Transactions Accounts. Should other 
types of transfer payments, such as the payment of succession duties, be 
treated as capital rather than current transfers, this category could be 
widened to include them as well. 


CATEGORY D. OTHER TRANSACTIONS AND ERRORS 


(a) Transfers of Existing Real Assets 
(b) Special Deposit and Trust Accounts 
(c) Recorded Receivables and Payables 
(d) Unclassified Transactions 

(e) Residual 


This is the remaining area of the category classification. A single 
total for ‘Other Transactions and Errors’ is shown in the matrix tables for 
each sector; here, and in the sector and subsector accounts, further detail 
is provided on existing assets, special deposit and trust accounts, receivables 
and payables, unclassified transactions and the residual, although the 
distinctions are frequently very questionable. Total debits and total credits 
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in the D account are equal —a necessary Consequence of the equality of 
total debits and total credits in all the sectors and all the other categories 
(A5, B2 and B3 being taken together). This equality does not hoid 
however within four of these sub-headings. 


(a) Transfers of Existing Real Assets are transactions which are very 
difficult to handle in any statistical system. The estimates which actually 
appear under this heading are derived as follows. For non-financial 
corporations, changes in the ‘Land’ account in Taxation Statistics, ap- 
propriately adjusted as described in the Sector account, are used. For 
Government business enterprises and the various financial sectors, (except 
for life insurance where direct estimates are made) the estimates emerge 
from the reconciliation of the official statistics of gross new capital 
formation and the fixed assets account in the sector’s own records, it 
being assumed that the difference between the change in fixed assets 
before depreciation and new investment is accounted for by existing asset 
transfers. The fact that it is residually estimated in this way, however, 
automatically introduces all the error and lack of comparability in the 
two sources. All these estimates are net debits. For the Federal and 
Provincial governments, separate debit and credit estimates are made, 
and are probably the firmest figures in this classification, mainly because 
of the extensive study of such transactions which was made in the 
development of the national income and expenditure accounts. Specific 
types of government transactions in existing assets are the sale of surplus 
war assets, the sale of mineral rights, and especially oil leases by the 
Provincial Governments, and transfers between Governments and their 
enterprises. 


Clearly, this is far from being a complete catalogue of all types of 
existing asset transfers in the economy. In particular, no estimates are 
made of transactions in land, existing houses, used cars and commercial 
property by consumers and unincorporated businesses, since no satisfactory 
basis of such estimates could be discovered; such transactions must be 
deemed to comprise a part of the consumer sector residual. While some 
entries are made in the corporate sector, these are evidently incomplete 
and whether transactions in land can be measured at all accurately from 
the existing sources is open to some question. 


(b) Special Deposit and Trust Accounts. There are numerous situations 
in which one transactor places funds with another transactor on an 
agency, trustee or safekeeping basis. In most of these situations, the 
transactor accepting the funds earmarks specific assets against his liability. 
Perhaps the cash or securities deposited are held in unchanged form, 
perhaps the depositee also has the right and duty to vary the form in the 
best interests of the depositor; but in either case specific assets are ear- 
marked against specific liabilities. In these cases. both the debit and 
credit transactions are eliminated from the account of the institution 
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holding the funds, and the depositor is deemed to buy or sell the ultimate 
assets directly for his own account. The largest block of such funds 


incidentally are in the hands of the Trust Companies and described in 
their reports as ‘Funds under Administration’ or ‘Estates, Trust and 
Agency Funds’. 


There are situations, however, in which no specific assets are earmarked 
against the liabilities. This type of transaction provides a general source 
of funds to the depositee, and has been included in this sub-category. 
Specific examples are the Unearned Service Charges and Dealers’ Credit 
Balances on the books of Instalment Finance companies, contractors’ 
holdbacks, certain deposits of government,enterprises with their parent 
governments, and such deposits with the Federal Government as the New- 
foundland financial surplus, Post Office Savings Bank funds, Paylist 
Deductions and Indian Trust Funds. 


Total debits equal total credits in this sub-category and thus the 
transactions are completely recorded; but it has not been included as a 
separate line in the C account, since the amounts involved are relatively 
small and the coverage is not particularly significant; the common char- 
acteristic that assets are not earmarked against these liabilities is not a 
very interesting one. 


The remaining sub-headings are recorded receivables and payables, 
unclassified transactions and the residual. It is a particular weakness 
of the present state of the accounts that a more systematic and accurate 
recording of receivables and payables has not been achieved. Consumer 
charge accounts have been removed and recorded specifically because 
they are especially interesting and reasonably well documented, but other 
‘trade credit’ which includes taxes, interest, dividends and rents payable 
as well as the amounts due and accrued on other transactions are very 
sketchily treated. The critical series is perhaps the balance of credit 
between unincorporated business and corporations, and no reasonable 
method of estimating it could be discovered. It may be suggested that 
this amount could be derived residually from the balance of transactions 
of other sectors, in the same way as most of the other Sector I and Sector 
If transactions are in fact estimated. But this has seemed too reckless a 
procedure in view of the uncertainty surrounding such estimates elsewhere. 
For some of these other sectors, estimates will be found in their accounts, 
and in the case of the financial institutions they can be used with some 
confidence; for the corporate sector, an estimate is based on Taxation 
Statistics with some adjustment as explained in the sector notes, but 
these credit transactions are particularly volatile and the problems of 
timing in this source are likely to be particularly serious here. In the case 
of governments, only special types of receivables and payables in con- 
nection with taxes and interest can be estimated, and these not at all 
completely. In addition to these particular difficulties, there is the general 
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one that trade credit is influenced by float, as described on page 490 above. 
This is an area in which a great deal of further investigation is required, 
and at the present stage of knowledge, it appeared wise to group receivables 
and payables with the other sub-categories appearing in the D account, 
in order to underline the lack of any consistent set of distinctions within 
this general area. 


In some balance sheets which have been used in deriving the transac- 
tions accounts, such headings as ‘other assets’ and ‘other liabilities’ were 
encountered, and changes in these were entered as unclassified transactions, 
together with other minor items which could not be fitted into any of the 
standard categories. The residuals on the other hand are simply balancing 
items, which are entered in the credit column in these accounts as a matter 
of convention. 


Where the estimates for a sector or subsector have been derived entirely 
from a single source such as a set of balance sheets, the residuals will 
reflect only rounding error; but where such a source has been supplemented 
by independent information on one or more categories, which appears 
more reliable, the balance will be destroyed and the residual will reflect 
the difference between the balance sheet estimates and those which are 
substituted for them. In the case of non-financial corporations, for 
example, recorded receivables and payables are derived after some modifica- 
tion from the corresponding Taxation Statistics categories, and unclassified 
transactions from ‘other assets’ and ‘other liabilities’, while the residual 
results from the use of independent estimates of depreciation, other saving, 
capital formation, loans, claims on associated enterprises, and bond and 
stock liabilities in place of Taxation Statistics categories. For Sector I, of 
course, all the category estimates are independent in this sense, and the 
residual reflects all the errors and omissions in the rest of the account. 
The size of this residual is perhaps the best single indication of the coherence 
and quality of the whole system of accounts. These residuals are large, 
particularly in 1950 and 1954, when personal saving was unusually low. 


CONSUMER SECTOR 


Year Personal Saving N.T.A. Residual Total 
194630 sees! Shieeek 890.0 42.4 932.4 
ATT sie ae hee ee 494.0 187.2 681.2 
AQ cB eee 994.0 -278.7 705.3 
Art a, See 926.0 - 58.5 984.5 
SO aes: 662.0 644.1 1,306.1 
Sia) 2 ee eee 1,334.0 63a 1g307et 
S2atehl eer ate 1,291.0 485.9 7769 
DA ests cee vaeaine $312.0 302.6 1,614.6 


SA All Re 809.0 TASS 1,524.1 


THE NATIONAL TRANSACTIONS ACCOUNTS 


When personal saving and the residual are combined, the resulting 
series represents the balance of debits over credits in all other B and C 
account categories and appears rather smoother than personal saving 
itself. The question remains open, however, whether the method of 
estimating saving by deducting expenditures from income overstates its 
volatility, whether the crude methods of estimating the investment and 
financial transactions of individuals understate their variability, or whether 
the lack of any measures of real asset transfers and trade credit is 
responsible for the difference. 


In the case of the non-financial corporate sector, the N.T.A. residual 
is affected by the treatment of the residual error of the National Accounts: 


N.T.A. Residual Residual Error of Difference 
National Accounts 


Year (credit) (debit) (credit) 
POA Goren eet anicioet.cards -337.6 62.0 -275.6 
7 Ua are Oe ay 178.7 -54.0 124.7 
Oct, Ari oe eae 96.0 -178.0 - 82.0 
CAS) A ck Rae 303.6 -87.0 216.6 
210k, Role a3 leat panies im -148.3 -136.0 -284.3 
ernest) 0 ays dec se |. 113.8 -180.0 - 66.2 
Se AY ee -796.0 403.0 -393.0 

> ar AR a -409.8 284.0 -215.8 
PLS VS RAS pen -376.0 - 26.0 -402.0 
Average, 1946-54 -162.9 9.8 -153.1 


The third column in the above table contains the residual which would 
result if the Sector III saving were given its truer directly measured value 
as opposed to the value which results from the income-expenditure sub- 
traction. While the average over the nine year period is little changed, the 
magnitude of the residual is reduced in seven of the years, and the largest 
residuals are reduced. It appears therefore that the N.T.A. residual is 
increased by the inclusion of the residual error of the National Accounts. 


When interpreting the residuals, however, it is most necessary to bear 
in mind that certain important types of transactions have not been 
completely measured, and the extent to which transactions in real assets 
and receivables and payables have been distinguished from the residual 
varies widely from sector to sector. 
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Appendix A 


STUDIES FOR THE COMMISSION ALREADY PUBLISHED 


Output, Labour and Capital in the Canadian Economy — 
by Wm. C. Hood and Anthony Scott 


Canadian Energy Prospects — 
by John Davis 


Progress and Prospects of Canadian Agriculture — 
by W. M. Drummond and W. Mackenzie 


The Commercial Fisheries of Canada — 
by The Fisheries Research Board and The Economic 
Service of The Department of Fisheries of Canada 


The Outlook for the Canadian Forest Industries — 
by John Davis, A. L. Best, P. E. Lachance, 
S. L. Pringle, J. M. Smith, D. A. Wilson 


Mining and Mineral Processing in Canada — 
by John Davis 


Canadian Secondary Manufacturing Industry — 
by D. H. Fullerton and H. A. Hampson 


The Canadian Primary Iron and Steel Industry — 
by The Bank of Nova Scotia 


The Canadian Automotive Industry — 
by The Sun Life Assurance Company of Canada 


The Canadian Agricultural Machinery Industry — 
by J. D. Woods & Gordon Limited 


The Canadian Industrial Machinery Industry— 
by Urwick, Currie Limited 


The Canadian Electrical Manufacturing Industry — 
by Clarence L. Barber 


The Electronics Industry in Canada — 
by Canadian Business Service Limited 


The Canadian Primary Textiles Industry — 
_ by National Industrial Conference Board (Canadian Office) 


The Canadian Construction Industry — 
by The Royal Bank of Canada 


The Canadian Chemical Industry — 
by John Davis 


The Service Industries — 
by The Bank of Montreal 
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Probable Effects of Increasing Mechanization in Industry — 
by The Canadian Congress of Labour, now 
The Canadian Labour Congress 
Labour Mobility — 
by The Trades and Labor Congress of Canada, now 
The Canadian Labour Congress 
Skilled and Professional Manpower in Canada, 1945-1965 — 
by The Economics and Research Branch, Department 
of Labour, Canada 
Transportation in Canada — 
by J-C. Lessard 
Industrial Concentration — 
by The Canadian Bank of Commerce 
Housing and Social Capital — 
by Yves Dubé, J. E. Howes and D. L. McQueen 
Certain Aspects of Taxation Relating to Investment in 
Canada by Non-Residents — 
by J. Grant Glassco of Clarkson, Gordon & Co., 
Chartered Accountants 


Consumption Expenditures in Canada — 
by David W. Slater 


Canada’s Imports — 
by David W. Slater 


The Future of Canada’s Export Trade* — 
by Roger V. Anderson 


Canada - United States Economic Relations? — 
by Irving Brecher and S. S. Reisman 


Canadian Commercial Policy* — 
by J. H. Young 


Some Regional Aspects of Canada’s Economic Development — 
by R. D. Howland 


The Nova Scotia Coal Industry — 
by Urwick, Currie Limited 


Canadian Economic Growth and Development from 
1939" to: 1955 == 


by J. M. Smith 
Final Report 


* Prepared under the direction of S. S$. Reisman. 
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